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The Fund Agreement in the Courts 


Joseph Gold * 


HE GOVERNMENTS of forty-nine countries have now accepted 

the Articles of Agreement of the International Monetary Fund. 
They have accepted the Agreement “on their own behalf and in respect 
of all their colonies, overseas territories, all territories under their pro- 
tection, suzerainty, or authority and all territories in respect of which 
they exercise a mandate.”! On signing the Agreement, each govern- 
ment declares that “it has accepted this Agreement in accordance with 
its law and has taken all steps necessary to enable it to carry out all of 
its obligations under this Agreement.” ? 

The Articles of Agreement include a series of undertakings by mem- 
bers with respect to their monetary conduct and relations. It is obvious 
from even a first reading of the Articles that many of these under- 
takings must have an impact on the rights and obligations of private 
persons. The courts of various countries have already decided cases in 
which the Fund Agreement or domestic legislation connected with it 
has been relied on as having some bearing on the issues. 

It is fair to say that so far the approach to the Fund Agreement, by 
both litigants and courts, has been somewhat tentative. This is not 
surprising in view of the novelty of the Agreement as an attempt to 
coordinate international monetary affairs. Although it is reasonable 
to expect that as time goes on the approach will become more confident, 
it may be useful at this stage to note the first steps which have been 
taken by the courts. This article is intended, therefore, to describe what 
the courts have said or done in cases already reported in which some 
aspect of the Fund Agreement has been regarded as involved in the 
issues before the courts. It is thus not intended to be a critique of 
those cases. 

The cases considered may be grouped into two classes. The first 
deals with par values and rates of exchange and, incidentally, the price 
of gold; the second with the international recognition of exchange 
control regulations. 


* Mr. Gold, Assistant General Counsel, is a graduate of the Universities of 
London and Harvard, and was formerly a Lecturer in Law in the University of 
London and a member of the British Merchant Shipping Mission, Washington, 
D.C. He is the author of articles in British, American, and Canadian law journals. 

1 Article XX, Section 2(g). 

2 Article XX, Section 2(a). 
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Par Values and Rates of Exchange 
Conversion of foreign currency amounts; gold clauses 


One of the most significant features of the Fund Agreement is that 
fixed par values are established for the currencies of member countries. 
Article IV, Section 1(a) requires the par value of each currency to be 
expressed in terms of gold as a common denominator or in terms of 
the U.S. dollar of the weight and fineness in effect on July 1, 1944. 
Article XX, Section 4 describes the procedure by which par values are 
initially determined in agreement with the Fund, and Article IV, Sec- 
tion 5 deals with changes in par values. Sections 3 and 4(b) of 
Article IV oblige each member to take appropriate measures consistent 
with the Fund Agreement to ensure that exchange transactions taking 
place within its territories between its currency and the currencies of 
other members shall not differ from parity by more than the margins 
specified in Section 3 for particular types of exchange transactions.® 

Although the concept of a fixed par value and of rates of exchange 
based on it is of fundamental importance under the Articles of Agree- 
ment, provision is also made for the retention, adaptation and introduc- 
tion of multiple currency practices in certain circumstances. Broadly 
speaking, members may maintain multiple currency practices which 
were in existence when the Fund Agreement took effect or when mem- 
bers joined the Fund, subject, however, to certain obligations to remove 
these practices. Any change in such practices or introduction of new 
ones requires the approval of the Fund.* 

Courts are frequently called upon to decide at what rate of exchange 
one currency shall be translated into another. For example, in many 
countries the courts, in adjudicating claims to or based upon foreign 
currency, will award only domestic currency. This rule makes it neces- 
sary for the courts to select what they consider the appropriate rate 
of exchange for converting the foreign currency into domestic currency. 
Thus, they have had to decide not merely which rate shall be used 
where there are different rates for different types of exchange transac- 
tions (e.g., rates for spot exchange transactions and for transactions in 
coins and notes) or where there are multiple rates of exchange for a 
currency, but also whether to use official rates or unofficial rates. Refer- 
ence to two cases, one decided in England and the other in Canada, 
will illustrate the kind of problem which arises. In Marrache v. 


3 However, “a member whose monetary authorities, for the settlement of inter- 
national transactions, in fact freely buy and sell gold” at a price within the 
margins from parity prescribed by the Fund is deemed to be fulfilling this obliga- 
tion. 

4 As to multiple currency practices under the Fund Agreement, see the Fund’s 
Annual Report, 1948, Appendix II, pp. 65-72. 
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Ashton,’ A owed B a sum in Spanish pesetas under certain contractual 
arrangements governed by the law of Gibraltar, which was also the 
place of payment. B brought an action to recover the debt, and 
claimed conversion of it into sterling at the rate of 42.25 pesetas 
to the pound, which was the official rate of exchange in London under 
the Clearing Office (Spain) Order, 1936. However, in the course of 
the proceedings, B departed from this claim and maintained that the 
rate of 53 pesetas to the pound should apply. This was the official rate 
fixed in Spain at which tourists and laborers entering Spain from 
Gibraltar could exchange pounds for peseta notes. It was decided, 
however, that the appropriate rate of exchange was neither of these 
but was the rate at which peseta notes were traded in Gibraltar, even 
though the export and import of peseta notes were illegal under Spanish 
law. This was a rate of 132 pesetas to the pound.® In Djamous v. 
Alepin,’ the defendant, a resident of Montreal, borrowed Syrian pounds 
in Syria and promised to repay the equivalent in U.S. dollars to the 
plaintiff in Brooklyn, New York. In an action in Quebec to recover 
the debt, the plaintiff claimed that the equivalent in U.S. dollars must 
be calculated at the official rate of exchange of 2.20 Syrian pounds per 
US. dollar. The court proceeded on the assumption that the defendant 
had to get the dollars in Syria. Under Syrian exchange arrangements, 
US. dollars were not available at the official rate for settlements of 
the kind which the defendant had to make. However, he was entitled 
to have recourse to the tolerated free market in which the rate was 
approximately 3.15 to 3.20. Accordingly, the free market rate was 
applied by the court in the calculation of the U.S. dollar equivalent. 
However, the Quebec court could award only Canadian dollars. There- 
fore, half of one per cent was added to the US. dollar equivalent, since 
this was the cost of converting Canadian into U.S. money. 

In view of the difficulties of the kind which have been illustrated, 
it is of considerable interest to see what use courts will make of the 
par values (or rates of exchange based on them) established under the 
Fund Agreement or of the multiple rates which may be authorized by 
the Agreement. Reference has been made in at least one case to the 
significance of par values established under the Articles of Agreement 
in connection with the conversion of obligations expressed in foreign 
currency. This case also involved the question whether, in applying a 


5 (1943) A.C. 311. 

6 On the other hand, in Grawmann v. Treitel (1940) 2 All E.R. 188, in which 
C owed D a sum in German marks payable in Germany, the English court, in 
converting the claim into sterling, used the official rate (approximately 12 to the 
pound) and rejected the rate at which mark notes could be bought in London 
(about 36 or 37 to the pound). 

7 (1949) Que. S.C. 354. 
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gold value clause recognized as valid, the court will determine the 
currency equivalent of the gold value on the basis of the official price 
of gold or some other price.® 

Setton Heirs et al. v. Suez Canal Co.,° decided in May 1947 by the 
Mixed Court of Appeal of Alexandria on appeal from the Mixed Tri- 
bunal of Cairo, is one of a series of cases involving disputes between 
the Suez Canal Company and its bondholders as to the basis on which 
the bondholders should be paid. The facts are somewhat complex but 
may be summarized as follows. The courts had decided that certain 
coupons and bonds of the Suez Canal Company were payable in several 
different countries in the currency of each of those countries on the 
basis of an ideal gold franc (the “Germinal” franc) equal to one- 
twentieth of the gold “louis,” weighing 10/31 of a gram, with a fineness 
of 900/1000. The issue before the Court was the rate at which this 
gold france should be converted into Egyptian currency in the case of 
coupons and bonds maturing at various dates, including dates during 
World War II. Conversion of the obligations into Egyptian currency 
had been simple as long as the Egyptian pound had been pegged to 
gold. After it had ceased to be pegged to gold in 1931, the Company 
had adopted the Poincaré franc, established in 1928 with a fixed 
par value in terms of gold, as the means of conversion. In 1936, 
the Poincaré franc had ceased to circulate. The war had terminated 
all connection between the French and Egyptian currencies and had 
made it impossible, moreover, to ascertain the value of the franc in 


8 Under Article IV, Section 2 members have agreed not to buy gold at a price 
above par value plus the margin prescribed by the Fund, or to sell gold at a price 
below par value minus the margin. In its Statement of June 18, 1947 on Transac- 
tions in Gold at Premium Prices the Fund announced that it: 


“. . . strongly deprecates international transactions in gold at premium prices 
and recommends that all of its members take effective action to prevent such 
transactions in gold with other countries or with the nationals of other 
countries. 

“It is realized that some of these transactions are being conducted by or 
through non-member countries or their nationals. The Fund recommends 
that members make any representations which, in their judgment, are war- 
ranted by the circumstances to the governments of non-member countries to 
join with them in eliminating this source of exchange instability. 

“The Fund has not overlooked the problems arising in connection with 
domestic transactions in gold at prices above parity. The conclusion was 
reached that the Fund would not object at this time to such transactions 
unless they have the effect of establishing new rates of exchange or under- 
mining existing rates of other members, or unless they result in a significant 
weakening of the international financial position of a member which might 
affect its utilization of the Fund’s resources. 

“The Fund has requested its members to take action as prompily as possible 
to put into effect the recommendations contained in this statement.” 


(See the Fund’s Annual Report, 1947, Appendix XII, pp. 78-79. 


) 
9 Journal des Tribunaux Miztes (hereinafter seinel is as J.T.M.), No. 3772, 
May 26/27, 1947, pp. 3-6. 
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terms of gold. In these circumstances the bondholders argued that 
the conversion should be effected on the basis of the price of gold 
in the Cairo free gold market on the respective maturity dates, and 
the court of first instance accepted this contention. The bondholders 
had claimed that they were entitled to the “intrinsic” value of the 
amount of gold, considered as a commodity, which was contained 
in the gold france. This intrinsic value could be determined only in 
free gold markets, and the Cairo market should be selected because of 
the contacts of the obligations with Egypt. On appeal, however, this 
argument was rejected. The payment of an amount of gold by the 
Company was never anticipated. It was bound to make payments on 
the basis of an equivalence between a local currency (Egyptian cur- 
rency) and an ideal international money of account (the “Germinal” 
franc) which was pegged to gold considered as a fixed monetary 
standard and not as a commodity. The fact that the Company could 
no longer determine this equivalence by reference to the currency (the 
franc) which it had employed for the purpose did not mean that this 
equivalence could not be ascertained or that the price of gold as a 
commodity must be adopted as the standard. The US. dollar had 
remained pegged to gold, and the conversion could be made by translat- 
ing the gold content of the “Germinal” franc into dollars and the dollars 
into Egyptian pounds on the basis of the rates prevailing on the 
maturity dates of the obligations. This was precisely the technique 
of conversion which the Company had adopted as long as it had been 
possible to use the Poincaré franc as the means of conversion. The fact 
that the U.S. price of gold was officially controlled was not a valid 
reason for rejecting this technique: 


It is obvious, however, and it has been implicitly recognized in all decisions 
issued in that connection, that the operations undertaken by the Company 
would never have been possible without the application of a monetary 
standard maintained at all times free from any changes occurring in the 
values of national currencies, thus supplying a norm in terms of which all the 
various national currencies may be easily evaluated. 

It is only because gold has the characteristic and necessary stability men- 
tioned above that it has been selected by unanimous consent of all peoples 
to constitute the monetary standard of the whole world. It is only because 
of the facility with which its par value with the various currencies could be 
stabilized and maintained that such a standard could be used for world trade. 
Such a stability has never been an inherent property of commodity gold, the 
value of which may vary in relation to multiple elements. It is only because 
the use of gold as a monetary standard lent itself readily to a system of 
control that it has retained up to the present time its character of a universal 
standard.19 (Translation) 


10 J.T.M., No. 3772, p. 5. Cf. Sir Leslie Scott and Cyril Miller, “The Unifica- 
tion of Maritime and Commercial Law through the Comité Maritime Inter- 
national,” International Law Quarterly, Vol. 1 (1947), pp. 495-96. 
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It is true that in this case the difficulties may be regarded as ab- 
normal in the sense that they were produced by war. But the complexi- 
ties of international commercial and other relations frequently create 
similar problems. It is of more than casual interest, therefore, to note 
that after the Mixed Court of Appeal of Alexandria reached its deci- 
sion, it expressed the view that for the future the Fund Agreement pro- 


vided a simple solution to the problem of evaluating currencies in 
terms of each other: 


. whatever might have been the difficulties of performance during the 
past, "difficulties arising from the interruption of communications and from a 
temporary lack of information concerning the par value of various currencies, 
it is obvious that at the present time and in the future, all these sources of 
confusion have been removed, since the international measures taken under 
the Bretton Woods Agreements—to which the Egyptian Government has 
adhered—resulted in the restoration, for the convenience of nearly all the 


countries of the world, of a monetary par value which cannot be subject to 
any uncertainty or doubt. 


It is not true that the aforesaid Agreements have only settled the present 
relationships of various national currencies without restoring the gold standard 
as the basis of money, because the regime established under these Agreements 
does not involve freedom of gold movements. The Agreements have in fact 
restored the gold standard as the international basis of all currencies and have 
imparted to it a new effectiveness “by eliminating or diminishing the alarming 
rigidity which was a characteristic of the gold standard system,” and if gold 
movements remain under control, this fact, as has been explained above, is 
but the continuation of a system which is inherent and indispensable to the 
existence of the standard itself. (Translation) 


Other cases involving par values 


In at least two other cases, one Egyptian and the other Belgian, 
courts have made some reference to the par values established under 
the Fund Agreement, although not in connection with the conversion 
of one currency into another. 

In Setton et al. v. Land Bank of Egypt, certain bondholders objected 
to the redemption of bonds which the obligor (the Land Bank of 
Egypt) announced in July 1944 and July 1945. The Land Bank had 
issued the bonds in connection with a loan in francs negotiated in 
France in 1930. The bonds were payable in francs in France and were 
governed by French law. The franc was defined as the Poincaré france 
(65.5 milligrams of gold of 900/1000 fineness). The French franc of 
June 25, 1928 had been devalued on several occasions by laws modify- 
ing the gold content of the franc. The obligor proposed originally to 
redeem the bonds on the basis of the gold content of the franc as 
defined by the law in effect at the date of the proposed redemption 
(23.34 milligrams of gold of 900/1000 fineness, or 2,806.34 francs per 
1,000 1928 francs). Later it increased this offer to 53,600 francs per 


11 J.T.M., No. 3772, p. 6. 
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kilogram of fine gold, or 3,159.72 francs per 1,000 1928 francs, which 
corresponded to the purchase price for gold fixed by the Bank of 
France at the date of the proposed redemption on July 31, 1945. The 
bondholders argued that they were entitled to repayment in gold coin 
or at least on the basis of the price of gold in the free market re- 
established in Paris by the law of February 2, 1948. 

The issue in this case was thus not the rate at which one currency 
was to be converted into another under a contract providing for pay- 
ment in various currencies at various places as it was in the Suez Canal 
case. It is true that this was finally involved in the Land Bank case, 
since the bondholders would be paid in Egyptian pounds and not 
French francs. However, the official rate of exchange between these 
currencies on the redemption date was known, and conversion, there- 
fore, was considered no problem. The true issue was the amount of 
francs which the bondholders were entitled to under a contract gov- 
erned by French law and providing for payment in frances in France.” 
“The difficulty .... is that of evaluating a French currency which 
today has become a money of account without being legal tender in 
France into the only means of payment possible—the franc—which was 
legal tender in Paris on the due date of the debt.” ** 

The First Chamber of the Civil Court of Alexandria decided ** that 
the obligation of the Land Bank was to pay francs and not gold, and 
that the amount of francs was to be determined by the proportion 
which existed between the gold content of the 1928 franc and the franc 


12JTn Chilean Electric Company, Ltd. v. State Railway Enterprise, the electric 
company brought an action in the Chilean courts to require the railway enterprise 
to pay, for electric energy supplied to it, in certain gold pesos with a fixed gold 
content or in current money with a gold premium determined by the Central 
Bank of Chile. The claim was based on a contract entered into in 1921 when the 
peso notes in circulation were not convertible into gold. They became convertible 
under a law of 1925, but ceased to be convertible under a law of 1932 which also 
declared that they should be accepted at par without limit in the discharge of 
all obligations. The Supreme Court, overruling the court of first instance and 
the appellate court, held that, on the true interpretation of the relevant statutory 
law, the defendant was not bound to pay the gold premium. Subsidiary arguments 
in the litigation were based on two statutory provisions incidental to the Fund 
Agreement. The first was Law No. 8,403 of December 26, 1945, by which Chile 
approved the Fund Agreement, and Article 16 of which declared that obligations 
contracted in legal money established by the 1925 statute should continue to be 
met with the same numerical quantity of pesos as were specified in the obligations, 
without regard to the relationship between the peso and gold established under 
the Fund Agreement. The second was Article 7 of Law No. 8,918 of October 31, 
1947 under which the gold holdings of the Central Bank were to be revalued in 
accordance with the par value of the peso established under the Fund Agreement 
(Revista de Derecho, Concepcién, Chile, Vol. XVI, No. 70, Oct./Dec., 1949, 
pp. 509-84). 

13 J.T.M., No. 4052, March 23/24, 1949, pp. 4-5. 

14 J.T.M., No. 3901, March 24/25, 1948, pp. 2-7. 
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under the law in force at the date of the redemption. The Bank, how- 
ever, had made a better offer. The bondholders could thus congratulate 
themselves but could not demand even more. This decision was sus- 
tained on appeal by the Second Chamber.® It disposed of the argu- 
ment that the true value of the gold france of 1928 could be determined 
only in the free gold market by reasoning similar to that adopted in 
the Suez Canal case, i.e., the price in such a market was for nonmone- 
tary gold. To the argument that the Land Bank had itself chosen a 
price for nonmonetary gold (the purchase price of the Bank of France), . 
the Court repeated the conclusion of the lower Court that this was in : 
any event a better settlement than the bondholders could insist on. | 
Moreover, the purchase price of gold fixed by the Bank of France was 
the basis of the par value for the france which France had declared to 
the Fund in fulfillment of the Bretton Woods Agreement. This pre- \ 
sumably was in recognition of the argument addressed to the Court by | 
the Attorney General that the Land Bank’s offer was not fictitious or 
arbitrary. (“The gold standard represented by this price was that of 
the Bretton Woods Agreement to which France has adhered and it é 
corresponded to the English and American gold standards except for 
the difference of the ‘gold point,’ which has always been admitted.’’) 1° i 
In Simonaer v. Community of Jette-Sainte-Pierre,’ decided by the | 
Court of Appeals of Brussels, certain real estate had been expropriated 
according to law at the request of a municipality. The indemnity was 
fixed by a judgment rendered on July 12, 1945. The former owners of : 
the property appealed against it on the ground that the indemnity had 
been estimated as of June 23, 1942, the date as of which the expropria- 
tion formalities had been completed, so that it included no allowance 
for the change in the gold value of the Belgian franc in 1944. The ; 
claim to an increased indemnity was based on Article I of the Law of » 
April 29, 1935 under which changes in the gold parity were to be 
ignored in assessing indemnities except to the extent that such changes 
had affected the purchasing power of the franc in the field in question : 
(real estate) on the date of the final assessment of an indemnity."* 
The appellate court, in sustaining this claim, disposed of a number of 
objections to it by the defendant municipality. Only one of them need 
be noted in connection with the Fund Agreement. 
The defendant argued that Decree-Law No. 5 and the Order of the 
Council of Ministers No. 6, dated May 1,.1944, had not changed the 
gold parity of the franc. The Decree-Law had abrogated the former 








15 J.T.M., No. 4078, May 23/24, 1949, pp. 2-4. 

16 J.T.M., No. 4052, March 23/24, 1949, p. 6. 

17 Journal des Tribunaux, No. 3808, May 1, 1949, p. 260. 

18 See Piret, Les Variations Monétaires et leurs Répercussions en Droit Privé 
Belge (Brussels and Louvain, 1935), pp. 200 et seq. 
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gold parity and had authorized the King, as soon as circumstances per- 
mitted, to define by decree discussed in the Council of Ministers a new 
gold content for the franc. This step had not been taken, although the 
Order of the Council of Ministers No. 6 of May 1, 1944 had authorized 
the National Bank to establish buying and selling rates for gold and 
foreign currencies. The Court decided that on these facts there had 
been a change in the gold parity of the frane within the meaning of 
the Law of April 29, 1935. That law did not require the establishment 
of a new fixed gold content. It was sufficient that there had been the 
abrogation of the former fixed parity and the adoption of a relatively 
flexible one. The Court then went on to establish a further basis for 
its judgment: 
Whereas the Law of December 26, 1945 (Moniteur of March 13, 1947) has 
approved the agreement concerning the International Monetary Fund so that 
this agreement has the authority of a Belgian law in the national territory; 
and whereas, Article IV, Section 1 of this agreement provides that “the par 
value of the currency of each member shall be expressed in terms of gold as 


a common denominator or in terms of the United States dollar of the weight 
and fineness in effect on July 1, 1944”; 


Whereas pursuant to Article XX, Section 4, relating to “Initial determination 
of par values,” in the same agreement, the International Monetary Fund 
accepted the parity of one kilogram of fine gold equalling 49,318.08222 Belgian 
francs communicated to it by the Belgian Government on September 17, 1946, 
which was the same as that used in January, 1945 for the revaluation of the 
gold on hand of the National Bank of Belgium and which corresponds to 
0.0202765 grams of fine gold per franc.1® (Translation) 


The implication of this statement seems to be that the establishment 
by Belgium of a par value for the Belgian franc under the Fund Agree- 
ment had resulted in the establishment of a fixed gold content for the 
frane even under the internal law of Belgium, notwithstanding that the 
procedure contemplated by Decree-Law No. 5 of May 1, 1944 had not 
been followed.?° 


Unenforceability of Certain Exchange Contracts 


The courts of many countries have been faced, both before and after 
the coming into force of the Fund Agreement, with the problem whether 
they should recognize the effect of the exchange control regulations of 
other countries. For example, a plaintiff seeks to recover in the courts 
of country X on a contract which violates the exchange control regu- 
lations of country Y. The courts of country X must then decide 
whether they will reject the plaintiff’s claim because of the violation 


19 Journal des Tribunaux, No. 3808, May 1, 1949, pp. 260-61. 

20 There has been much discussion of this question in Belgium. Cf. Journal des 
Tribunauz, No. 3822, Oct. 9, 1949, pp. 489-91; No. 3825, Oct. 30, 1949, p. 540; 
No. 3845, March 19, 1950, pp. 185-88. 
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of the exchange control regulations of country Y or whether they will 
ignore those regulations. 

Some courts have approached this question as one to be settled 
simply by the application of their private international law, i.e., by 
the application of that branch of their domestic law which determines, 
inter alia, what effect, if any, shall be given to foreign law in cases 
involving contacts with foreign countries. Courts which have adopted 
this technique decide whether, on the basis of their private interna- 
tional law, the plaintiff’s claim is governed by a particular system of 
foreign law. If it is, they recognize the effect of exchange control regu- 
lations which are part of that system. If it is not, they refuse such 
recognition even though the regulations purport to apply to the claim. 

Other courts have taken the view that whatever may be the system 
of law which, according to their private international law, governs the 
plaintiff’s claim, the exchange control regulations of other countries are 
so essentially inimical to the interests of their own country that recog- 
nition must be refused on the ground of public policy. Reference to 
public policy has sometimes been in general terms; in other cases the 
courts have resorted to certain narrower applications of public policy, 
such as the rules that courts will not execute the “penal,” “revenue,” 
“confiscatory,” or “administrative” laws of other countries. 

The result of these two techniques of deciding cases involving the 
exchange control regulations of other countries was that in many, and 
perhaps in most, instances courts did not give effect to these regula- 
tions.2_ At the Bretton Woods Conference, however, it was felt that 
this would not be a satisfactory situation for the future. Countries 
were proposing to join as partners in an international organization whose 
first declared purpose was “to promote international monetary coopera- 
tion through a permanent institution which provides the machinery for 
consultation and collaboration on international monetary problems.” 2? 
Moreover, it was realized that exchange control regulations might be 
justified because of the balance of payments position of the member 
adopting them and because they were not devised to damage the 
interests of other members.”* Accordingly, the charter of the institution 


21 There is a very considerable literature on this subject. See, for example, 
Martin Domke, “Foreign Exchange Restrictions (A Comparative Survey),” 
Journal of Comparative Legislation and International Law, Vol. 21 (1939), pp. 54- 
61; Edward C. Freutel, Jr., “Exchange Control, Freezing Orders and the Conflict 
of Laws,” Harvard Law Review, Vol. 56 (1942), pp. 30-71. 

22 Article I(i). 

23In a recent Netherlands case, the defendant, who relied on Hungarian ex- 
change control, argued, to quote from a note on the case in International Law 
Quarterly, Vol. 3 (1950), p. 108, that: “In view of the fact that all States have 
foreign exchange regulations, and that there is no longer free exchange, so that 
each payment of a foreign claim is dependent on a license from a Government, 
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would make provision, in various of its articles, for the maintenance 
or imposition of exchange control regulations in the circumstances en- 
visaged by those articles.”4 


It became apparent, therefore, that once the Fund came into being, 
the public policy of members would no longer require that they dis- 
regard the exchange control regulations of other members which were 
authorized by the Fund Agreement. On the contrary, the purposes of 
the Fund, and therefore the public policy of its members, would be 
better served by a measure of collaboration among them designed to 
give effect to each other’s exchange control regulations. A proposal at 
the Bretton Woods Conference ** that exchange transactions which take 
place outside the prescribed margins from parity shall be unenforceable 
in other member countries was thus broadened to provide, in Article 
VIII, Section 2(b), that: 


Exchange contracts which involve the currency of any member and which 
are contrary to the exchange control regulations of that member maintained 
or imposed consistently with this Agreement shall be unenforceable in the 
territories of any member. In addition, members may, by mutual accord, 
co-operate in measures for the purpose of making the exchange control regu- 
lations of either member more effective, provided that such measures and 
regulations are consistent with this Agreement.2¢ 


Le intercourse between States is only possible if the States mutually recognize 
each other’s regulations. Public policy, therefore, no longer prevents the applica- 
tion of the foreign exchange regulations of a foreign country as it did at the time 
when these were the exception and free exchange was the tule. On the contrary, 
public policy requires the application of these regulations.” This argument was 
rejected, but it should be noted that whereas the Netherlands is a member of 
the Fund, Hungary is not. Cf. Dicey’s Conflict of Laws (London, 6th ed., 1949), 
p. 752: “Even where the Bretton Woods Agreement does not apply it may be 
against English public policy to assist a party in violating the exchange control 
legislation of a foreign country, if the protection of the balance of payments of 
that country is a matter of vital interest to this country.” 

24See, for example, Article Vi, Section 1; Article VI, Section 3; Article VII, 
Section 3(b); Article VIII, Section 2; Article XIV, Section 2. 

25 The working papers of the Conference have been published in Proceedings 
and Documents of the United Nations Monetary and Financial Conference 
(U.S. Department of State Publication 2866, International Organization and Con- 
ference Series 1,3). On the history of Article VIII, Section 2(b), see the following 
Documents: 32 (p. 54); 172 (p. 217); 191 (p. 230); 236 (p. 334); 238 (p. 341); 
307 (p. 502); 326 (pp. 542, 543); 343 (pp. 575-76); 370 (p. 599); 374 (p. 605); 
393 (p. 628) ; 413 (p. 671) ; 448 (p. 808). 

26 Under Article XV, Paragraph 6 of the General Agreement on Tariffs and 
Trade any contracting party which is not a member of the Fund shall enter into 
a special exchange agreement with the Contracting Parties if it does not become 
or ceases to be a member of the Fund. So far, special exchange agreements have 
been entered into with Ceylon (this agreement, however, expired automatically 
when Ceylon became a member of the Fund), with Haiti, and with Indonesia. 
Article VII, Paragraph 3 of the special exchange agreement provides that: “Ex- 
change contracts which involve the currency of any contracting party and which 
are contrary to the exchange control regulations of that contracting party main- 
tained or imposed consistently with the Articles of Agreement of the Fund or 
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In order to understand the effect which this provision has had on 
the laws of member countries, reference must also be made to Article 
XX, Section 2(a) and Article XVIII(a): 


Article XX, Section 2 (a): Each government on whose behalf this Agreement 
is signed shall deposit with the Government of the United States of America 
an instrument setting forth that it has accepted this Agreement in accordance 
with its law and has taken all steps necessary to enable it to carry out all of 
its obligations under this Agreement. 


Article XVIII (a): Any question of interpretation of the provisions of this 

Agreement arising between any member and the Fund or between any 

— of the Fund shall be submitted to the Executive Directors for their 
ecision..... 


Members have thus bound themselves to give effect under their 
domestic laws to the undertaking in Article VIII, Section 2(b), and the 
Fund is empowered to interpret that provision under Article XVIII. 
In pursuance of this power, the Fund has adopted the following inter- 
pretation, which it addressed to members on June 14, 1949: 


The Board of Executive Directors of the International Monetary Fund has 
interpreted, under Article XVIII of the Articles of Agreement, the first sen- 
tence of Article VIII, Section 2(b), which provision reads as follows: 


“Exchange contracts which involve the currency of any member and 
which are contrary to the exchange control regulations of that member 
maintained or imposed consistently with this Agreement shall be unen- 
forceable in the territories of any member.” 


The meaning and effect of this provision are as follows: 


1. Parties entering into exchange contracts involving the currency of any 
member of the Fund and contrary to exchange control regulations of that 
member which are maintained or imposed consistently with the Fund 
Agreement will not receive the assistance of the judicial or administrative 
authorities of other members in obtaining the performance of such con- 
tracts. That is to say, the obligations of such contracts will not be imple- 
mented by the judicial or administrative authorities of member countries, 
for example, by decreeing performance of the contracts or by awarding 
damages for their non-performance. 


2. By accepting the Fund Agreement members have undertaken to make 
the principle mentioned above effectively part of their national law. This 
applies to all members, whether or not they have availed themselves of 
the transitional arrangements of Article XIV, Section 2. 


An obvious result of the foregoing undertaking is that if a party to an 
exchange contract of the kind referred to in Article VIII, Section 2(b) seeks 
to enforce such a contract, the tribunal of the member country before which 
the proceedings are brought will not, on the ground that they are contrary 
to the public policy (ordre public) of the forum, refuse recognition of the 
exchange control regulations of the other member which are maintained or 
imposed consistently with the Fund Agreement. It also follows that such 
contracts will be treated as unenforceable notwithstanding that under the 
private international law of the forum, the law under which the foreign ex- 


with the provisions of a special exchange agreement entered into pursuant to 
paragraph 6 of Article XV of the General Agreement, shall be unenforceable in 
the territories of [the country signing the special exchange agreement].” 
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change control regulations are maintained or imposed is not the law which 
governs the exchange contract or its performance. 


The Fund will be pleased to lend its assistance in connection with any 
problem which may arise in relation to the foregoing interpretation or any 
other aspect of Article VIII, Section 2(b). In addition, the Fund is prepared 
to advise whether particular exchange control regulations are maintained or 
imposed consistently with the Fund Agreement.?? 


The interpretation makes it clear that Article VIII, Section 2(b) has 
changed the law in those member countries whose courts, before the 
Fund Agreement took effect, refused to recognize the exchange control 
regulations of other members. Article VIII, Section 2(b) has done this, 
in the cases in which it applies, by providing that the courts of one 
member country shall not ignore the exchange control regulations of 
another member country on the ground that they conflict with the 
public policy of the forum. Secondly, they may not ignore such ex- 
change control regulations on the ground that the law of which they 
form part does not, under the private international law of the forum, 
govern the exchange contract or its performance. What the provision 
requires instead is that, in the circumstances provided for, the courts 
shall not enforce an exchange contract which violates the exchange 
control regulations of another member. 

Notwithstanding the importance, both legal and economic, of the 
change which Article VIII, Section 2(b) has introduced, the courts and 
the legal profession have not been fully aware of it. For example, an 
article published in 1948 arrives at the following conclusions after 
examining the state of the law on the recognition of exchange control 
regulations: 


It has been seen that Anglo-American courts, and especially the courts of 
civil law countries, frequently disregard foreign exchange controls regardless 
of ordinary choice of law principles. This result is obtained by applying the 
test of public policy expressly or as the underlying but appropriate explanation 
for the decision. The conclusion can therefore be drawn that, so long as 
foreign exchange controls are deemed repugnant to domestic public policy, 
such controls usually will not be given effect. This result is legitimate and 
widespread and no persuasive legal arguments can be advanced to condemn it. 


True, the test of public policy is relative and varies with place and time; 
thus a change of circumstances might mean a reversal of attitude. In actuality, 
however, only an affirmative expression of a contrary public policy on the part 
of the legislative or administrative branches of the government is likely to 
alter the attitude of the courts. 


Whether such a reversal of attitude is desirable for political or other reasons 
is a debatable point. In the meantime debtors will do well not to rely upon 


27 The Fund’s Annual Report, 1949, Appendix XIV, pp. 82-83. The interpretation 
was published in the United States, by the National Advisory Council on Inter- 
national Monetary and Financial Problems, in the Federal Register of August 19, 
1949, pp. 5208-9. For some press comments on the interpretation, see The Journal 


of Commerce (New York), August 24, 1949, and Business Week (New York), 
September 3, 1949. 
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exchange controls to relieve them of their lawful obligations. On the other 
hand, creditors should procure the additional promise of a foreign surety on 
every obligation.28 


Again, in Ahmed Bey Naguib v. Heirs of Moise Abner,”® the First 
Chamber of the Mixed Court of Appeal of Alexandria made the fol- 
lowing statement, the implications of which might be difficult to recon- 
cile with Article VIII, Section 2(b), to which, however, no reference 
was made: 


Whereas, if the insurance, which was contracted in Cairo with the branch 
office of the [Italian] Company (which follows from the policy itself) and 
which is payable in Cairo (which follows from an express stipulation regard- 
ing the premiums), is stipulated to be payable in lire by check on Italy, this 
stipulation, in the intention of the parties, can only aim at permitting the 
Company to pay at the date of maturity by handing over to the insured a 
check in Italian lire, negotiable in Cairo; the stipulation could not by any 
means imply an acceptance on the part of the insured to submit himself 
to any monetary restrictions which might be enacted in Italy and which 
might prevent the execution of the contract in accordance with its terms. 
(Translation) 


There have been two English and two American cases, all of them 
involving the exchange control regulations of Czechoslovakia, in which 
the courts have shown an awareness of the existence of Article VIII, 
Section 2(b). In all of these cases, however, the courts continued to 
formulate their opinions in terms of their traditional private inter- 
national law, and paid little or no attention to the impact of the 
provision on the pre-existing law. 

The earliest of these cases is Kraus v. Zivnostenska Banka,®° a deci- 
sion of a New York court of first instance. In 1938 and 1939 the plain- 
tiff deposited Czechoslovak funds and securities with the defendant 
Czechoslovak bank in Prague. The plaintiff instituted an action in 


28“The Treatment of Foreign Exchange Controls in the Conflict of Laws,” 
Virginia Law Review, Vol. 34 (1948), p. 705. There has, however, been some 
discussion of or reference to Article VIII, Section 2(b) in the literature on the 
recognition of exchange control regulations: Arthur Nussbaum, “Exchange Con- 
trol and the International Monetary Fund.” Yale Law Journal, Vol. 59 (1950), 
pp. 421-80; Arthur Nussbaum, Money in the Law, National and International 
(New York, 1950), pp. 539-45; Dicey’s Conflict of Laws (London, 6th ed., 1949), 
p. 752; “Exchange Control; The Relevance of Foreign Restrictions,” Solicitors’ 
Journal, Vol. 93 (1949), p. 413; C. M. Schmitthoff, A Textbook of the English 
Conflict of Laws (London, 1948), p. 122; F. A. Mann, “Confiscatory Legislation 
and Share Certificates,” Modern Law Review, Vol. 11 (1949), p. 479; F. C. Howard, 
Exchange and Borrowing Control (London, 1948), p. 254; F. A. Mann, “The 
Exchange Control Act, 1947,” Modern Law Review, Vol. 10 (1947), pp. 418-19; 
F. A. Mann, “International Monetary Co-operation,” British Yearbook of Inter- 
national Law, Vol. 22 (1945), p. 254. ; 7 

29 An abstract of this case, decided on April 28, 1948, appears in J.T.M., No. 4003, 
Nov. 24/25, 1948. ’ 

30 64 N.Y. Supp. (2d) 208, 187 Misc. 681 (Sup.Ct., 1946). This case was followed 
in oo v. Schlesische Kredit-Anstalt A.G. (New York Law Journal, Jan. 21, 1948, 
p. 267). 
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New York for moneys had and received and to recover the value of the 
securities. Jurisdiction to bring his action in New York was obtained 
by the plaintiff by attaching the defendant’s funds in New York. The 
defendant admitted all of the facts set forth by the plaintiff. He 
pleaded, however, that the contract of deposit was made and to be per- 
formed in Prague, and that, at the time of making the contract and at 
all times thereafter, the exchange control regulations of Czechoslovakia 
prohibited payments or transmittals of securities by a resident to a 
nonresident without the consent of the exchange control authorities. 
No such permission had been given. The court accepted this defense, 
holding that since the place of performance of the contract was Prague, 
the law of Czechoslovakia determined the defendant’s liability under 
the contract. It went on to add the following comment: 
In passing it may be stated that foreign exchange control to regulate the inter- 
national flow of capital has been almost universally adopted in the present 
emergent period of history. The United Nations Monetary and Financial 
Conference held at Bretton Woods, New Hampshire, in July 1944, to which 
both the United States and Czechoslovakia were parties, recognized the neces- 
sity for foreign exchange control to regulate the international flow of capital 
and provided for recognition of such controls. See Article VI, Sect. 1, Subd. a; 
Sec. 3; Article VIII, Sec. 2, Subd. b; and Article XIV, Sec. 2.31 
In Cermak et al. v. Bata Akciova Spolecnost,?? another New York 
court of first instance reached a different result. The defendant, a 
Czechoslovak corporation, had had dealings with two persons, C and 
H, as a result of which it had been agreed in 1941 that certain sums, 
amounting to more than five million Czechoslovak korunas, were owed 
to them. The defendant then assigned to C and H approximately 
$200,000 out of moneys which it had on deposit with the Guaranty 
Trust Company of New York and directed the trust company to pay 
that amount to, or to the order of, C and H. The present plaintiffs, 
who were the assignees of C and H, attached the credit balance of the 
defendant with the Trust Company and brought actions to recover 
the dollars. The defendant argued that at all relevant dates the ex- 
change control regulations of Czechoslovakia prohibited unlicensed 
payments by or assignments from a resident to a nonresident. The 
court found that the defendant had in fact been authorized by the 
exchange control authorities to make the payments or assignments and 
entered judgments for the plaintiffs. This would have been sufficient 
to dispose of the case, but the court went on to indicate that its decision 
would have been the same even if the Czechoslovak exchange control 
authorities had not granted a license. Even if the assignments to the 
plaintiffs were not enforceable, the plaintiffs could succeed under the 


8164 N.Y. Supp. (2d), p. 211. 
82 80 N.Y. Supp. (2d) 782 (Sup.Ct. 1948). 
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attachments. Finally, the court referred to the principle that the 
courts of one country will not enforce the revenue or penal laws of 
another. 


If the international agreements entered into as a result of the Bretton Woods 
Conference of July, 1944, are to change that rule, I will at least await a 
decision of some appelate court blazing that trail or a case before me in which 
that point is briefed and decision of it is actually necessary.3% 


The two English cases are of considerable interest because they were 
carried to the highest court in the land, the House of Lords. In the 
Frankman ** case the plaintiff sought to recover certain debentures of 
the Skoda Works, Ltd., a Czechoslovak corporation, which had been 
issued in sterling in London. These debentures, of which the plaintiff 
was acknowledged to be the owner, were on deposit with the London 
branch of a Prague bank through which the securities had been ac- 
quired. The defendant bank relied upon Czechoslovak exchange control 
regulations, under which the bank was restrained from parting with the 
securities without the consent of the National Bank, which consent had 
been applied for but denied. The attention of the court was drawn’ to 
the Bretton Woods Agreement, “the purpose of which is mutual con- 
sideration of foreign exchange control regulations of the signatories,” 
and to the Bretton Woods Agreements Order in Council, made under 
the British Bretton Woods Agreements Act, 1945. The schedule to the 
Order declares that Article VIII, Section 2(b) has the force of law in 
the United Kingdom. 

The court of first instance, pursuing the traditional private inter- 
national law approach, found that the contract of deposit was made in 
Prague with the Prague branch of the bank, and that under the con- 
tract the place of performance was deemed to be in Prague. The law 
of Czechoslovakia thus governed the performance of the contract. 
From this it followed that the Czechoslovak exchange control regula- 
tions, which were part of that law, applied to the plaintiff’s claim, with 
the result that it must fail. Reference was made to the New York 
Kraus case to support this conclusion. 

The court then went on to consider the defendant’s argument that 
English courts will not enforce the revenue or penal laws of other 
countries. 


That is so, but these are financial restrictions and have to do with the financial 
position and internationally the financial relationship of Czechoslovakia. The 
Bretton Woods Agreement shows that such restrictions are honoured by the 


33 80 N.Y. Supp. (2d), p. 785. 

84 Frankman v. Anglo-Prague Credit Bank (London Office) (1948) 1 All ER. 
337; Frankman v. Anglo-Prague Credit Bank (1948) 2 All E.R. 1025; Zivnostenska 
Banka National Corporation v. Frankman (1949) 2 All E.R. 671. 
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members of the International Monetary Fund. Those members include 
Czechoslovakia and this country.35 


To support this view, the court quoted Article I and Article VIII, 
Section 2(b) of the Agreement. 

It will be noted, therefore, that although the decision was based on 
the fact that, according to English private international law, the law 
of Czechoslovakia governed the performance of the contract, the court 
relied upon Article VIII, Section 2(b) and the purposes of the Fund 
Agreement to answer the objection that application of the law of 
Czechoslovakia would involve the enforcement of a foreign penal or 
revenue law. This was the conclusion which the New York court re- 
frained from adopting in the Cermak case. 

The Court of Appeal reversed the decision of the lower court. In 
construing the terms of the contract, it held that although the original 
contract was governed by the law of Czechoslovakia, the parties had 
intended that such obligations as were to be performed in England 
should be governed by English law. On this analysis, the exchange 
control regulations of Czechoslovakia had no application to the de- 
fendant’s obligation to redeliver securities deposited in London. The 
Court of Appeal decided, therefore, that the contract was enforceable 
in England and ordered the bank to return the debentures to the 
owner. None of the three members of the Court of Appeal made any 
mention of Article VIII, Section 2(b). 

On appeal to the House of Lords, the judgment of the Court of 
Appeal was set aside and the judgment of the court of first instance was 
restored. Once again, the decision turned upon the application of 
English private international law to the contract in question. The 
House of Lords held that the true construction of the contract indicated 
that the parties had intended that it should be governed, as to both 
its making and its performance, by the law of Czechoslovakia. Only 
one of the five members of the House of Lords referred to the Fund 
Agreement, and this was to make the same point as had been made 
by the court of first instance: 


It was urged that, even if the law of Czechoslovakia was the proper law of 
the contract and by that law the bank could not legally deliver up the deben- 
tures, yet the courts of this country should not enforce that law. It was sought 
to apply to the circumstances of the present case the principle that an English 
court will not enforce a penal or confiscatory law of another country. I do 
not exclude the possibility of this principle applying where it appears that 
the law which is sought to be enforced or relied on is in reality confiscatory, 
though in appearance regulatory of currency, but I see no reason why it 
should be applied in the case of a law which does not appear to differ in 
material respects from the legislation contemplated by the Bretton Woods 
Agreement which is now part of the law of this country.3¢ 


35 (1948) 1 All E.R., p. 342. 


36 (1949) 2 All E.R., p. 676. 
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In Kahler v. Midland Bank, Ltd.,* the plaintiff claimed to be the 
owner, and sought delivery to him, of certain share certificates in a 
Canadian company which the defendants, an English bank, held for 
safe custody in the dossier of a Czechoslovak bank. The defendants 
argued that it would not be consistent with their contract with their 
customer (the Czechoslovak bank), or with proper banking practice, 
to hand over the shares to the plaintiff without the consent of the 
Czechoslovak bank. The Czechoslovak bank, however, could not give 
its consent without violating the Czechoslovak exchange control regu- 
lations which were in effect at all material dates. The Court of Appeal 
held that insofar as the plaintiff’s claim was based on a contract with 
the defendants, this must fail, because there was no contractual rela- 
tionship between them. There was a contract between the plaintiff 
and the Czechoslovak bank, and a contract between that bank and the 
defendants, but no contract between the plaintiff and the defendants. 
Insofar as the plaintiff’s claim was based on his ownership of the 
shares, this also must fail. To succeed, the plaintiff, though owner of 
the shares, would also have to show that he was entitled to possession 
of them. His right to possession depended on his right to require the 
Czechoslovak bank to instruct the defendants to deliver the shares. 
The ability of the Czechoslovak bank to give this order was subject 
to Czechoslovak law, since that law governed the plaintiff’s contract 
with the Czechoslovak bank. One of the three members of the Court 
of Appeal, having reached these conclusions, went on to make the 
following comments: 


An interesting argument was addressed to us on the scope and effect of the 
Bretton Woods Agreements Order in Council, 1946 (S.R. & O., 1946, No. 36) 
(made under s.3 of the Bretton Woods Agreements Act, 1945), which gave 
the effect of law in England to certain parts of the Final Act of the United 
Nations Monetary and Financial Conference, 1944, commonly known as the 
Bretton Woods Agreements. The argument turned largely on the interpreta- 
tion to be given to the term “Exchange contracts” found in the Articles of 
Agreement of the International Monetary Fund, art. VIII, s.2(b). The term 
is not defined in the Agreement—or in the Order in Council—but provision is 
made by art. XVIII of the Agreement to the effect that any question of 
interpretation of the provisions of the Agreement arising as therein stated 
should be submitted to the executive directors of the International Monetary 
Fund. On the view I take of the case, it is unnecessary for me to express any 
view on the argument referred to, and, having regard particularly to the 
interpretation provisions of the Agreement itself, it is, I think, undesirable 
that I should do so.38 


37 (1948) 1 All E.R. 811; (1949) 2 All E.R. 621. 

88 (1948) 1 All E.R., p. 819. In a case decided by the Vienna Court of Appeal 
on June 29, 1949, a British plaintiff appealed against an order requiring the deposit 
of security for costs on the ground that British exchange control did not permit 
him to transfer funds for this purpose. The order requiring security was, however, 
sustained. To judge from the eo in Journal du Droit International, No. 2 
(1950), pp. 745-47, Article VIII, Section 2(b) was not discussed, but the com- 
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The House of Lords, by a majority of three to two, upheld the deci- 
sion of the Court of Appeal in favor of the defendants. The only refer- 
ence to the Fund Agreement was in one of the dissenting opinions which 
concluded that the contract between the plaintiff and the Czechoslovak 
bank was governed, as to performance in England, by English law: 


5 If that view is correct, the absence of consent on the part of the National 
Bank affords the respondents no valid ground for withholding the certificates 
unless it can be said that the Czechoslovakian foreign exchange laws are, 
i apart from any question of choice or conflict of law, to be acted on by the 
courts of this country. As matters stand, I think any contention of this kind 
must be rejected. In their defence the respondents pleaded the Bretton Woods 
Agreements and the Order in Council of 1946 relating thereto (S.R. & O., 1946, 
. No. 36). In the course of the argument, however, they admitted their inability 
) to rest this branch of their case on any specific provision of these agreements 
: and were content to rely on them merely to the extent of indicating in a 
) general way that the States which were parties thereto would respect each 

other’s exchange control legislation. That might have some bearing if the 
question was whether the recognition of the relevant Czechoslovakian laws 
would be contrary to public policy in this country—a matter I have not found 
it necessary to discuss—but it cannot well have any other bearing, for these 


instruments do not go the length of incorporating those laws in the law of 
England.8® 


mentator in the Journal considers the relevance of that provision. The issue, he 
states, was not the enforcement of anything which could be regarded as a “con- 
tract” under the provision, but the application of the Austrian law obliging foreign 
plaintiffs to give security for costs. He concludes, therefore, that Article VIII, 
Section 2(b) did not prevent the enforcement of such an obligation. 

39 (1949) 2 All E.R., pp. 633-34. 

















Evolution of the Colonial Sterling 
Exchange Standard 


H. A. Shannon * 


HE EVOLUTION of the monetary and exchange system that has 

come to be known as the sterling area dates back to a time when 
almost all the territories outside Great Britain and Ireland in which 
this system operates were British colonial dependencies. For later 
stages of its history, as the concept of Dominion status crystallized and 
the number of territories to which it was applied increased, the distinc- 
tion can be made, for convenience, between the Dominions, which now 
have complete control of their national currency and exchange policies, 
and other parts of the British Commonwealth which have not yet 
attained that status—leaving aside altogether members of the sterling 
area which are outside the British Commonwealth. The process of 
growth has been continuous throughout; it is, moreover, not yet com- 
plete. A sketch of the earlier stages of its history will contribute to a 
proper understanding of the sterling area as it operates today and, in 
particular, of the position in the sterling area of the territories which 
operate under the Colonial Sterling Exchange Standard. 

The sterling currency area originated in a Treasury Minute of 1825 
concerned with the payment of British troops in the Colonies. Their 
pay was fixed in sterling, and the Treasury sought to tidy up its 
administration and its conversion into local currencies. At the same 
time, the Minute was in part a sequel to the reform of the English 
monetary system itself after the Napoleonic Wars, particularly the 
full adoption of gold as the standard and of silver as token money. 

Until 1825 Britain had never supplied any of its own currency to its 
colonies. They had been left to fend for themselves and to pick up 
and use what other money they could find. The coins used make up a 


* Mr. Shannon, Assistant Chief of the British Commonwealth Division, is a 
graduate of the University of Belfast and the London School of Economics. 
He was formerly Senior Lecturer in the University of the Witwatersrand and 
in the University of Bristol and Assistant Secretary, the British Board of Trade. 
He is the author of articles in various economic journals. 

1¥For further details, see James Pennington, Currency of the British Colonies 
(London, 1848); Robert (Lord) Chalmers, History of Currency in the British 
Colonies (London, 1893) ; Sir Gerard Clauson, “British Colonial Currency System,” 
Economic Journal (1944); “Monetary Systems of the Colonies,” Banker (1948- 
49) ; Statutory Rules and Orders (Revised, 1904 and 1950), s.v. “Coin” and “Coin, 
Colonies”; Colonial Office List and Annual Reports on the various Colonial 
Territories (H.MS.0.). 
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long and picturesque list, ranging through the alphabet from “anchor 
money” and “black dogs” to “venetians” and “zequeens.” In origin 
they were mainly Spanish, Spanish-American, Portuguese, French, 
Dutch, Danish, Sicilian, Barbary, Knights of St. John, Indian, and 
Eastern. Their condition was frequently as diverse as their origin: 
full weight, light weight, cut, clipped, plugged, holed, of true fineness 
or alloyed, legal or counterfeit, gold or silver, and baser. In the older 
colonies this heterogeneous collection had been given independent legal 
ratings by the various colonies themselves in their own £ s. d. “cur- 
rencies”—£ s. d. units of account which were neither the same as £ s. d. 
sterling nor the same between different colonies. Far back, in 1704-07, 
the home government, like a primitive International Monetary Fund, 
had sought to establish a schedule of par values expressed in terms of 
English silver as a common denominator of the weight and fineness in 
effect under the Elizabethan mint indenture of 1601. But it had failed. 
In the newer colonies, mostly acquired during the Napoleonic Wars, 
there were added difficulties arising from their linking with the British 
system or from the change-over from their own currency systems to 
it—difficulties increased by the existence then in Britain of a wartime 
paper standard. Moreover, in some of the ex-Dutch colonies, irredeem- 
able paper currency was frequent. Perhaps the most relevant general- 
ized statement on colonial currencies just before 1825 is that most of 
the West Indies were individually on a kind of gold standard with 
very poor subsidiary coinage, and that elsewhere the ancient Spanish 
or Spanish-American silver dollar in one form or other was supreme 
among their coinages, except in the Dutch paper-using colonies. Even 
today the colonial currencies cannot be understood except in the light 
of their complex history. 

By the end of the Napoleonic Wars both the home and the colonial 
currencies were in great need of a systematic overhaul. The im- 
memorial, full-weight, English silver standard had in the course of the 
18th century given way, partly by accident and mostly de facto, to the 
new gold standard based on the guinea, a coin of 21s. not agreeing with 
the pound sterling unit of account—and the silver coins were in a 
lamentable state. Gold itself gave way to paper during the Wars and 
disappeared from circulation. 

The first reform, therefore, took place in Britain itself under the 
influence of Lord Liverpool’s earlier Letter to the King (1805) on the 
coin of the realm. The gold sovereign of 20s. was established by the 
Coinage Act of 1816 as the standard coin and, partly by accident, 
silver was reduced to a token and limited use in a properly articulated 
system of coinage. The full principles were not immediately or com- 
pletely understood. Liverpool considered that token silver would be 
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kept in a properly subordinated place merely by limiting its legal 
tender, and the Act of 1816 authorized the opening of the Mint to 
silver by proclamation. But it so happened that the market price of 
silver was then below the mint price, and as a consequence the procla- 
mation was not, and never has been, issued. In fact, the subordinate 
role of silver is derived from restriction of its quantity rather than by 
limitation of legal tender. The Treasury had not fully grasped the 
position when it attempted its colonial reforms in 1825. And by its 
failure it laid up a store of trouble for itself and the Colonies in the 
revolution of the bimetallic ratios fifty years later, and some difficulties 
even today. In immediate relevance here, however, the new token 
silver shilling was a great and demonstrated success at home. 


The Reforms of 1825 and 1838-44 


Meanwhile, by the 1820’s, successful rebellions had broken out in 
Latin America, and the various Latin American countries had achieved 
their independence. Supplies of silver and of Spanish-American silver 
dollars were dwindling. In fact, Spain was passing out of the ranks of 
great empires, and the long hegemony of the Spanish dollar, dating 
back three centuries, was passing away. With the expansion of the 
British Empire overseas and the rising world economic predominance 
of Britain, the pound sterling—with its representative, the sovereign, 
and its vehicle, the bill on London—was to take the place of the dollar 
for the nineteenth century and beyond. 

The Treasury turned to its nonmetropolitan task in 1825. In an 
elaborate minute of many pages, it surveyed the untidy colonial scene 
in 1825 ? and decided that the time had come to clear it up.? It sought 
to introduce the new and successful home shilling into general circula- 
tion as a standard coin of the Empire, concurrent with the numerous 
other coins already in use, the sovereign of course being of too high a 


2The full text is given in Pennington, op. cit., pp. 182-99, and in Chalmers, 
op. cit., pp. 417-24. Extracts from the minute are given in the Appendix below. 
The next official survey is Goschen’s brief account to the International Monetary 
— of 1878, printed as US. Senate Document 58, 45th Congress, 3rd 

ession. 

3 Chalmers, op. cit., would have us believe that the Treasury was actuated by 
imperialistic motives unconsciously (p. 24) or consciously (p. 23: “The shilling 
was to circulate wherever the British drum was heard”). But this seems read- 
ing history backward. The Colonies were not so esteemed in the days of 
Huskisson as in the time of Joseph Chamberlain. They were a drain on the 
Mother Country and their military defense and its expense were resented and 
under constant criticism. It seems clear that the Treasury was here concerned 
with justice to the troops and with tidiness of administration. Cf. its plaintive 
statement: “[Some military dollar] rates are of long standing and many of 
them founded upon authorities of the origin of which there are no distinct 
records in this office.” 
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value for general circulation. And, more important, it sought to estab- 
lish fixed rates of exchange throughout the very diversified colonial 
systems. This it attempted to do by offering bills on London against 
the local delivery of shillings as needed for payment of the troops and 
for other local imperial expenditure. In effect, its proposals amounted 
to the establishment of an official sterling exchange standard. At that 
date the Treasury would, in many respects, have been the largest ex- 
change dealer in colonial markets, especially outside the wealthier 
islands in the West Indies. Its rate of exchange would have tended to 
dominate the exchanges. 

The idea was simple. The shilling was legally to be given concurrent 
circulation with the heterogeneous collection of foreign coins already 
circulating in the Colonies. The Treasury was to ship out an initial 
stock, the troops were to spend it, the local merchants were to gather 
it in and turn it over to the local Army Command against bills on 
London, the Command was to pay the troops with it by re-issue, and 
so on indefinitely. The Treasury, by one shipment from home, plus 
supplementary ones as needed by the forces, was to have a permanent 
circulating stock in each colony and was to be saved the expense and 
bother of hunting up full-weight Spanish dollars and sending out a 
continuous flow of specie. The rate of exchange was to be fixed and 
military administration simplified. The Colonies were to have a good 
coin convertible into gold and their anomalous systems cleared up, 
over a period of time, as the shilling more and more established itself. 
After some two centuries of colonial history, the home country was to 
supply its own currency to its colonies instead of leaving them to shift 
for themselves as best they could. The mother country of course would 
pocket the seigniorage—a point not mentioned but, no doubt, in mind. 

Nevertheless, it was no part of the Treasury’s intentions, either in 
1825 or under the amendments of 1838-44, to make the shilling the 
sole or main unit of coinage in the Colonies. The idea was simply to 
give it concurrent circulation with whatever other coins there were and 
so to simplify and improve the system of sterling expenditure for the 
public services in the Colonies.* Hence, in legal tender matters, the 
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4This seems clear for the reforms of 1825; motives may have been more 
mixed in 1838-44. But even then, Pennington—author of the later reforms—was 
no advocate of only British coins. Quite the contrary: he declared, “To this 
[mixed coinage] no reasonable objection could be made .... England and 
France have maintained the exclusive system; but Holland, Hamburg, Genoa, 
and the United States have, with greater or less freedom, received and per- 
mitted the circulation of the coins of mints of established reputation at rates 
corresponding to their intrinsic values without suffering from this practice any 
detriment or inconvenience” (op. cit., p. 2). The same tolerance was shown later 
in the 1850’s when US. gold coins were made legal tender in some colonies and 
so remained until 1912 in British West Africa and until 1935 in the West Indies. 
The United States withdrew legal tender from British gold coins (and the 
Spanish dollar) and went over to the exclusive system only in 1857. 
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Order in Council of 1825 which implemented the Minute went no 
further than to declare that where the Spanish dollar was a legal or 
customary tender, the tender of 4s. 4d. British silver money “should 
be deemed an equivalent tender,” and correspondingly for the Dutch 
rix-dollar, ete. The Treasury, still inexpert in currency theory, missed 
the point that this would confer the right of unlimited tender on the 
token shilling, where the Spanish dollar was unlimited tender. The 
ensuing troubles are discussed below. 

Though the principles were excellent, their execution was faulty and 
the 1825 scheme was a failure at first. There were three main reasons 
for this failure, which persisted on the whole until the later reforms of 
1838-44. 

First, the rough-and-ready idea of the Minute that its uniform 
world-wide charge of a 3 per cent commission on a London bill would 
suffice was soon knocked on the head. At various times and in various 
colonies, merchants found cheaper ways of transmitting funds to 
London, and then there was no circular flow of shillings into and out 
of military chests. British specie had to be shipped where once Spanish 
dollars had been shipped. The 3 per cent commission was later cut to 
14 per cent. Even so, the centralized and dilatory Treasury changes 
did not and could not keep pace with the nimble agility of exchange 
dealers in the expert markets of, say, the West Indies. But this was 
perhaps only a minor and remediable defect which would not have 
wrecked the whole scheme. In principle and subject to the size of the 
military expenditure, the Treasury commission set a limit to the ex- 
change fluctuations. Once stabilized, the rates would tend to remain 
so and the new basis tend to be permanent. 

The main defect was that the Treasury’s sterling parity with the 
Spanish dollar was a wrong parity. As a third defect, there was a 
consequential error in rating gold doubloons, which wrecked the local 
West Indies gold standard. 

Legally but naively the Treasury had used the old Elizabethan mint 
indenture of 1601 as the basis of its 1825 calculations.’ But in the 
circumstances of the 1820’s this mint price was 2d. per ounce above the 
market price. Had the Treasury departments (and files) been properly 
coordinated, the significance of this difference would have been appreci- 
ated, for it was this that caused the nonissue of a proclamation under 
the Act of 1816 (see discussion, p. 336). Moreover, the Treasury took 
the silver content of the Spanish dollar not from mint assays, such as 
Sir Isaac Newton had made for Queen Anne, but from a commercial 


5 The same mint indenture price of 1601 persisted as the basis for the New 
York commercial quotations of sterling until 1873 with, however, the appropriate 
premiums and discounts. 
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reference book. These facts seem to indicate that the Treasury thought 
it was dealing merely with a small matter of military administration 
and tidiness. As a consequence, the Spanish dollar at the Minute rating 
of 4s. 4d. was over-valued as against the shilling by about 3 per cent, 
and the shilling failed to become current. Moreover, in the gold-using 
West Indies the doubloon, then worth 64s. sterling in intrinsic gold 
value, had long passed for 16 Spanish dollars. This was also true else- 
where, e.g., in Gibraltar. Thus, through the doubloon, there were local 
over-valuations of the Spanish dollar by some 9 per cent. 

Hence, in many colonies, merchants and army paymasters quickly 
found it profitable to deal in the Treasury silver chests. These soon 
began to return to England “unopened and with seals intact.” For a 
doubloon worth 64s. bought 69s. 4d. worth of military silver, the deal 
giving a gross profit of 5s. 4d. per doubloon to the parties involved. 
When the paymasters, on revised orders from a scandalized Treasury, 
actually paid the troops in silver, the merchants achieved much the 
same result by collecting the King’s shillings and shipping them back.® 
It took the Treasury ten years to get at one root of the trouble, and in 
1835 the doubloon was reduced for Army purposes to about 154 Spanish 
dollars. The West Indies were driven off gold in the process. As the 
Spanish dollar itself was still rated at 4s. 4d., it continued to hamper 
the use or adoption of the shilling. 

The major error—taking the value of silver from the Elizabethan 
indenture of 1601 instead of taking it from the market—was rectified 
in the West Indies in 1838 and, because of the success demonstrated 
there, the correction was copied elsewhere in 1838-44. The silver dollar 
was correctly rated at 4s. 2d., and the gold doubloon at 64s., in ac- 
cordance with their bullion value at the then bimetallic ratios and 
equivalently with other foreign coins in use. This was not a lasting 
solution. Nevertheless, there was fair and open competition between 
all coins for concurrent circulation, and the shilling slowly made head- 
way.” The gold discoveries of 1850 assisted -its progress. The rising 
gold price of silver helped to drive the full-weight silver dollar out of 
circulation until the wheel turned in the 1870’s. 


6 Those with experience in World War II of the issue of military currencies 
and their rate-fixing may have some sympathy with the inexpert British Treasury 
in its post-Napoleonic bimetallic attempt. In Europe after World War II, 
British personnel are said to have made £60 million illicitly out of the British 
Treasury (see H.C. 115 of 1946-47; Hansard, July 21, 1947) 

7It partly depended on the presence of troops. In the Virgin Islands there 
were no troops and the Islands, linked in trade with the adjacent Danish island 
of St. Thomas, mainly used Danish coins to the end of the 19th century. With 
the same trade link, but with St. Thomas now owned by the United States, the 
Virgin Islands frequently use dollars today. Cf. the use of dollars in Canton 
Island (in the Gilbert Islands) arising out of present-day air traffic. 
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Since the ancient colonial £ s. d. currencies often had no simple 
arithmetic relation to sterling, the shilling had in many cases a most 
awkward fractional value in local terms, and similarly with other local 
systems. The wide and quick adoption of British coins was delayed 
in part by the fact that they were often incommensurable with the 
ancient local units of account. Hence another step was needed: the 
adoption of sterling units of account in place of the ancient colonial 
£s. d. “currencies” or other non-sterling units. But the adoption of 
this reform was, naturally enough in 19th century British colonial prac- 
tice, left to the local legislatures to settle. In the end, it was not uni- 
versally adopted and today some colonial territories use different units 
and still differing coins. Indeed at present the movement is the other 
way: some territories in the West Indies are dropping £ s. d. units 
and coins in favor of the British West Indian dollar units and coins— 
the BWI dollar being a lineal descendant of the Spanish dollar of the 
17th and 18th centuries. In this way they will bring their coins and 
customary units of account into line at last, after two centuries of 
discrepancies. Another present-day anomaly—the use of the Indian 
rupee by Aden—may be rectified in the future by the adoption of the 
current East African shilling as the unit. 


Gold and Silver Problems 
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However the colonial currencies might have settled after these 


changes, they were to run into new difficulties, first, from the gold dis- 
coveries around 1850 and then, as these were being cleared up, by the 
gold shortages of the 1870’s and 1880’s. These world changes upset the 
bimetallic ratios which hitherto had had considerable stability. In 
particular, the dormant question of unlimited legal tender for the 
shilling was to become active. So too the legal position of the full- 
weight Spanish dollar had to be re-examined and changed. Further, 
a half attempt was made to set up a gold and sterling standard for the 
immemorial silver standard of the Eastern colonies. Banking and 
bank notes were also more or less new and emerging factors, and just 
as the Coinage Act of 1816 had colored British views on colonial coin- 
age, so the Bank Charter Act of 1844 was to have, in theory and 
practice, its influence in the new field. 


8 Although the adoption of sterling units was part of the intent of Penning- 
ton’s reforms in 1838, he expressly states: “It is certainly desirable when a 
change is made in the currency of any country to consult, as much as possible, 
the accustomed habits and even the prejudices of the people when that can be 
done without the neglect or violation of any important principle” (op. cit., p. 48). 


In fact there seem to be only two instances where central action has overriden. 


local views: St. Lucia (1841) and British Honduras (1949). 
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In 1852 the Treasury, affected by the new gold discoveries as well 
as the “general impolicy of a practice which is in opposition to sound 
principles of currency,” took up its colonial task again. It sought the 
opinion of the West Indian colonies on the question of unlimited silver 
tender, but it found such a diversity in the official replies—so many 
difficulties, so many local laws, so many differences in local trading 
links and positions—that it postponed any further action in this respect. 
The process began again in 1888 when St. Lucia sought, unsuccessfully, 
to place a 40s. limit on the legal tender of British silver coins, and a 
1s. limit on bronze coins. In fact, only in the 1930’s was real headway 
made here, but British silver coins are unlimited legal tender in some of 
the West Indies even today. British silver remained unlimited tender 
in British West Africa until 1912. The law was different in the various 
Canadian provinces until after the establishment of the Dominion of 
Canada in 1871. In the Cape, silver remained unlimited tender until 
1881. 

In gold-producing Australia, however, the Treasury found a natural 
willingness to reduce the use and importance of silver. Therefore, in 
1852, it was decreed that in Australia, New Zealand, Ceylon, Mauritius, 
and Hong Kong, British silver coins were to be legal tender only up 
to 40s., as in Britain itself. British gold coins were also made legal 
tender, and from 1856 this was extended to Australian gold coins. 
But Ceylon, Mauritius, and Hong Kong had been natural silver users 
from time more or less immemorial. Moreover, Pennington’s principle 
(see footnote 8) and the principles of contiguity and commercial rela- 
tions demanded that they remain on full-weight silver with unlimited 
tender in accordance with their trade with, e.g., India and China, just 
as Canada’s contiguity and commercial relations with the United 
States were bringing it about this time into the currency area of the 
American dollar and just as the position of some of the West Indies 
vis-A-vis Latin America had kept them off the sterling £ s. d. units. 
Had “sound principles of currency” and the interests of Australian 
gold producers been allowed finally to dictate policy, these ancient 
Eastern silver systems might have been wrecked. In the end a wider 
wisdom was to prevail. 

The whole question of silver arose again in the 1870’s. The world 
supply of gold was falling off, the supply of silver was increasing, the 
bimetallic ratio had started on its headlong plunge, silver was being 
demonetized in Europe, the Latin Monetary Union was formed, the 
“crime of 1873” perpetrated, and so on. But the Spanish, now Mexican, 
silver dollar still remained unlimited legal tender in most, or all, 
colonies. By around 1880 a full-weight silver dollar could be produced 
at 3s. 10d. and sold to the colonies for 4s. 2d., as fixed in 1838-44. The 
colonies were threatened by a return to a pure silver standard in a 
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world changing over to gold monometallism. A Liverpool merchant 
dumped over 200,000 silver dollars into British Guiana in mid-1876 at 
a considerable profit, and promised more. There was similar dumping 
in West Africa by Hamburg merchants. Faced with this threat, the 
local legislatures in the West Indies (except British Honduras) de- 
monetized the silver dollar around 1880 and the central authorities did 
likewise in other places. One long chapter in colonial history was 
closed.*° But the colonies still retained many non-British coins as 
legal tender and in circulation. 

Even by the 20th century the position of silver in the colonial cur- 
rency systems remained highly unsatisfactory in at least three im- 
portant respects. First, the seigniorage still accrued to the British 
Government or other metropolitan issuer and not to the colonial terri- 
tories. Second, as silver in Britain was limited to 40s. in its legal tender 
(and similarly with foreign issues), the colonial territories had no way 
of getting rid of redundant silver or of converting it into gold or sterling 
except at its bullion value. They bought coin above its value and had 
no way of getting their money’s worth back, if they wanted to. From 
the 1880’s the British Government agreed to accept, at face value, worn 
coin withdrawn from circulation, but that was all. 

In due course, but all relatively recently, these defects were remedied 
as the modern Colonial Sterling Exchange Standard was adopted. 
Their removal may be said to have begun with the establishment of 
the West African Currency Board in 1912 when the home government 
agreed to repatriate British silver coin at its face value and to let the 
seigniorage on local coins accrue to the local governments. The 
principles are now well established. Perhaps their most important 
future application will be in the British Caribbean West Indies under 
the changes currently proposed there." On the other hand, when the 
East African Currency Board was established in 1919 on a shilling 
basis instead of a rupee basis, no equivalent arrangement was effected 
with the Government of India in respect of Indian rupees or with 


® The art is not lost. When Italy increased the value of the Maria Theresa 
dollar in Ethiopia in the mid-1930’s, enterprising British merchants made a profit 
by shipping an equivalent there (Arthur Nussbaum, Money in the Law, National 
and International, New York, 1950, p. 315). 

10The gold doubloon was demonetized in Bermuda by local Act in 1882, in 
Jamaica by proclamation in 1901 and, more widely, in 1907-08. Its various sub- 
divisions were finally demonetized only in 1935. 

11See Report on Closer Association of the British West Indian Colonies, 1947 
(Cmd. 7291), p. 26: “It was recognized by delegates that the issue of any new 
West Indian coinage would necessarily depend on the repatriation of British 
coinage in this area. It was therefore assumed that it would be possible for the 
new (Currency) Board to come to an equitable agreement with the Colonial 
Office and British Treasury authorities in this matter.” 
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Germany in respect of its rupee issues in Tanganyika. The Board 
lost £14 million in consequence. 

The third factor contributing to the unsatisfactory position of silver 
arose in connection with its relation to gold. The tidying-up attempt 
in the Eastern colonies, mentioned above, which would have limited 
silver tender and even put those colonies on gold, was abandoned by 
the 1870’s. The Bank Charter Act of 1844 with its emphasis on gold, 
and the early belief of the 1850’s that the East would abandon silver, 
had lost ground in theory and in fact. It was recognized that Ceylon, 
Mauritius, and Hong Kong were in a silver currency area and not in 
a sterling currency area. Canada’s adoption of American gold coins for 
concurrent circulation with British gold coins further established the 
principles of contiguity and of natural currency areas. In 1869 Ceylon 
formally adopted the Indian silver rupee as sole unlimited tender, and 
added the Portuguese rupee later. Mauritius, which is a very complex 
case, finally established the rupee in 1876. In Hong Kong, however, 
which was closely linked with China where the Spanish (now mostly 
Mexican) dollar held very considerable sway, this dollar and its equiv- 
alents were recognized as sole unlimited tender in 1863. An attempt 
to circulate a British equivalent failed in the face of Chinese conserva- 
tism which indeed preferred a true Spanish dollar of 1808 even to its 
Mexican and other successors.1? In the end, bank notes were to win. 
In the Straits Settlements, the East India Company and, later, the 
Government of India had tried to enforce its rupee against the natural 
use of the silver dollar. When the Straits Settlements passed over to 
the British Government in 1867, however, the Government immediately 
legalized the silver dollars “of Spain, Mexico, Peru, and Bolivia”— 
even the short-lived British Hong Kong dollar—and added in 1874 the 
American trade dollar and Japanese yen. But the subsequent history 
of these dollars in the East differs from the history of the West Indies 
dollar despite their common ancestry. These Eastern examples merely 
illustrate still further British empiricism and Pennington’s principle. 

The use of gold in the colonial system also has its own variegated, 
but shorter, history, and, like silver, an understanding of this history 
is necessary for understanding the modern Colonial Sterling Exchange 
Standard. It, too, is linked up with the development of colonial banking 
and bank notes. 

First, the position of silver as having unlimited legal tender fre- 
quently blocked the advance of gold in actual circulation, even though 
an extra commission was payable on a London bill when the local pay- 
ment was in silver. This was true particularly in the West Indies. 
When the West Indies went partially over to sterling units, the cur- 


12 The US. trade dollar was also a failure. 
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rency of the United Kingdom in some cases also became their currency. 
This covered the sovereign. It possibly was of too high a value for 
wide circulation in the mid-19th century, but its chances of circulation 
were reduced by the predominating position of silver. Again, after 
American gold coins were rated and made legal tender in the West 
Indies “in the same manner as if such tender had been made in the 
current coin of [the] United Kingdom,” they too failed to circulate." 
The Australian gold discoveries and, later, the setting up of Australian 
mints gave an impetus to the use of gold and to placing colonial cur- 
rencies “on a sound basis,” as a contemporary Treasury minute put it. 
By 1866, British and Australian gold coins had a wide legal tender 
throughout the Empire except in the East. Nevertheless, even by 1900, 
gold circulation was little effective in present-day colonies, although 
gold had of course established itself in what are now Dominions. The 
main exceptions might be Malta, which as a naval station had a con- 
siderable gold circulation, and Cyprus, which had been used to gold 
under Turkey. 

The adoption of British copper and other subsidiary coins also has 
its own chequered history and incidents—such as a dislike of their 
taste by less developed peoples who, having little clothes and no 
pockets, carried them in their mouths. But it has no points of major 
interest and importance. 


Banking and the Colonial Sterling Exchange Standard 


Banking in the Colonies has, on the whole, an excellent history, with 
few failures of importance. All the early banks had to be specially 
chartered, since general incorporation laws were then unknown, and 
quite early—by the 1830’s—general instructions based on English ex- 
perience in company matters were drawn up to guide colonial authori- 
ties in issuing banking charters. After the passage of the Bank Charter 
Act of 1844, they were amended to reflect its philosophy and monetary 
doctrine, and thereafter remained more or less unchanged for the rest 
of the century.1* It was taken for granted in those days that there 
would be no State banking or note issues. Banking, including note 
issues, was to be left to private enterprise. The original instructions 
were good ones, for their time, both in the way of general corporation 
practice and of banking practices. There was effective legislation gov- 
erning the subscription and payment of capital, the powers of the 


18 Legal tender privileges were frequently extended in the 19th century to 
foreign gold and even token silver coins in the Empire as additions to the 
ancient doubloon and silver dollars and their derivatives. West Africa is a com- 
plicated case, with foreign additions being made as late as 1875. 

14For the full text, see Chalmers, op. cit., pp. 429-34. But chartering ceased 
to be so important when general incorporation became easier. 
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company and of the directors, payment of dividends, publicity, and 
balance sheets. When all these had been properly looked after, the 
instructions took up the narrower questions of proper banking safe- 
guards. For example, on the banking side, the company had to confine 
itself to discounting commercial paper and negotiable instruments; it 
could not make advances on, e.g., land, houses, ships, or pledges of 
merchandise, and so on. On the issue side, only bank notes payable in 
specie on demand and not under £1 sterling in value, or equivalent in 
the local colonial currency, could be issued; the total of notes issued 
and in circulation could not exceed the paid-up capital; and a reserve 
of specie equal to one third of the notes in circulation was always to be 
maintained as part of the general assets of the bank. Moreover, share- 
holders were liable for twice the amount of their subscribed capital; 
the company was to publish a half-yearly balance sheet which gave 
particulars of the issues, and to verify it by confidential documents if 
called on, etc. Thus, considerable cover and safeguards were given to 
the notes: the holders, as creditors, had their proportionate share of 
the specie in the general assets, and their claims against double liability 
on shares. The instructions were not perfect but they gave more pro- 
tection than the laws—contemporary and later—of most countries 
elsewhere. The notes, in short, were of the private promise-to-pay 
variety secured by general assets which had to include some specie. 
The promise was in local legal tender, usually token silver. 

The home government was, in theory and in practice, against the 
issue of government notes of any kind, and it slowly effected the with- 
drawal of those in existence, mainly as an inheritance from previous 
Dutch governments, as in British Guiana, the Cape, and Ceylon. But 
a bank failure in Mauritius in 1847 forced the sanction of a local gov- 
ernment issue for a time. When, late in the 1850’s, the home govern- 
ment sought to restore the issue to private enterprise, local opinion 
defeated it. In seeking to put the government issue on a secure footing, 
it established, mostly unawares, a new principle for which, however, 
there was a great future as the Colonial Sterling Exchange Standard 
gradually developed. It ordered the Currency Commissioner in 1864 
to hold a specie backing of one third as minimum or one half as maxi- 
mum and Imperial or Mauritius securities against half the issue. In 
short, it had struck upon the principle of a formal sterling reserve for 
colonial notes. It also struck upon the principle of direct specie cover 
for notes, as distinct from some specie in the general assets of the 
issuer. In 1884 its hand was forced again. The Oriental Bank Cor- 
poration failed and the Government of Ceylon, to allay local panic, 
guaranteed the notes circulating in Ceylon, although the Straits Settle- 
ments Government refused to act similarly there. This incident demon- 
strated a new principle, viz., the principle of ultimate State liability 
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for private issues where failure might wreck the local community. The 
home government, now forced to give up its more laissez-faire views, 
had to sanction a slow growth in some local colonial practices which 
tended to require that any new private issues be fully covered, partly 
by specie and partly by approved securities, including of course British 
Government securities, all to be held by independent trustees. Again, 
the principle of sterling reserves for colonial notes was followed, and 
again, mostly by accident and as a result of the pressure of circum- 
stances. This new type of note was in due course to replace the fully 
private note of the old “promise to pay” kind, vaguely backed by specie 
and general assets. Here is the origin of government fiduciary currency 
notes backed by sterling securities 110 per cent. The trustees could 
easily evolve into or be superseded by public currency commissioners. 
The issue of government notes had begun by 1900, though full develop- 
ment occurred only in the 1930’s and in World War II. 

The first government currency note issue fully set up by the home 
authorities as distinct from local legislatures seems to have been in 
1899 in the Falkland Islands. Issued under a Board of Commissioners 
of Currency, the currency note was legal tender (except by the Board) 
and was a promise to pay on the part of the Government of the Falk- 
lands, charged “on the moneys and securities in the hands of the Com- 
missioners and on the general revenue of the Colony,” the payment to 
be “in current coin.” In the Falkland case this was British coin. There 
was a note guarantee fund of which two thirds was coin (or, with 
special permission from the Colonial Office, one half, depending on the 
“hard core” of notes in circulation) and the balance was “in such 
securities of the Government of any part of Her Majesty’s dominions 
other than the Colony, or in such other securities as a Secretary of 
State may approve.” The proviso, “other than the Colony,” is im- 
portant; it shows a change from Mauritius, and it became a standard 
clause. The Southern Rhodesia Board, formed in 1940, is exceptional 
in this respect; it has power to invest in local government securities. 
It would seem that this wider choice may in future become a new 
standard rule. In 1948 it was given to the West African Board, but it 
has not been conceded to the proposed British Caribbean Board. Also, 
in modern forms, the proportions of the reserve to be kept in cash and 
in securities are not rigidly laid down. As the Falkland case shows, 
the securities need not all be government securities; they can include 
such other issues, e.g., sterling municipal issues, as the Secretary of 
State for the Colonies may approve. 

The absence of an effective gold circulation of high value gave an 
advantage to bank notes for larger payments; and the wide use of 
silver, not easily redeemable in gold or sterling in quantity, left the 
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control of the exchanges and exchange profits in the hands of the banks. 
In at least one case—Newfoundland in 1856—the banks fought against, 
and merchants supported, the local introduction of the sovereign for 
these reasons. Today private bank notes flourish only in the ex-silver 
territories in the Far East; elsewhere the government currency note 
easily predominates. 


Final Evolution of the Colonial Sterling Exchange Standard 


By the 1890’s the changing bimetallic ratios and fluctuating ex- 
change rates had moved India toward the gold exchange standard to 
which in the end it drifted safely. The Straits Settlements, centered 
around the great entrepét of Singapore, had had similar troubles, and, 
starting in 1903, the logic of events forced them, also mostly without 
prevision, to a similar standard, though with some variants.’® Gold 
and sterling were to them synonymous, and it was a sterling exchange 
in the guise of gold that was started. The Straits idea was to demone- 
tize all existing silver coins, replace them by a new Straits silver dollar, 
and then, by a strict control of the quantity of dollars, first to raise 
and next to stabilize the exchange rate, with the new coins in the end 
to become mere token coins exchangeable with gold. However, there 
was a real “token” already in existence, the popular government cur- 
rency note issued since 1899, and ultimately it was through the note 
issue and its cover that the new system evolved. In 1906, and after 
some muddling, it was decreed that the Currency Commissioners were 
to issue notes in exchange for gold delivered in Singapore at notified 
rates of exchange, and might invite tenders for their issue in Singapore 
against sterling in London. This latter provision was intended as tem- 
porary, but it became permanent. Soon there was a two-way traffic on 
the Note Fund, Singapore on London and London on Singapore, and 
the exchange rate on London was kept within narrow fluctuations. An 
ultimate obligation to redeem in gold in Singapore was suspended in 
World War I and rescinded in 1923. The full sterling exchange standard 
was therefore formally recognized after 17 years of evolution and 
practice. 

Meanwhile, West Africa’s system had also evolved into the sterling 
exchange standard. By the early 1900’s the area had passed the barter 
stage, but its monetary system carried many historical relics and 
vestiges and it was perhaps the prime example of the defects of the 
older silver system of the 19th century. Gambia was contiguous to 
French territory; the French france had been legalized in 1843 and, 


15 For India’s “drift” to a proper solution, see J. M. Keynes, Indian Currency 
and Finance (London, 1913, p. 4); for “the logic of events” in Singapore, see 
E. W. Kemmerer, Modern Currency Reforms (New York, 1916), p. 450. 
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later but consequentially, the coins of the Latin Monetary Union were 
also legalized.1* American gold coins were recognized in 1852. And 
so the system developed, though differently, in each of the four colonies. 
The bulk of the coinage was British silver, with some British gold. For 
many years the steadily rising trade of the area had drawn into it vast 
quantities of British silver. Indeed, in 1901-10, the Royal Mint turned 
out for West Africa alone some nine tenths of what it turned out for 
the United Kingdom itself. But the rise in trade could not be presumed 
to last indefinitely, and by 1910 the ugly problem of a redundancy of 
silver—current and hoarded—began to raise its head. The supply was 
profitable to Britain, but what of a return obligation? The area, too, 
needed a more convenient medium of higher value than silver. It had 
no bank notes. Silver in quantity was too heavy.’”7 Accordingly a 
Committee in 1912 recommended a local coin and a local government 
note issue, both to be issued and redeemed by a Currency Board at face 
value in sterling and the seigniorage and profit to accrue to the local 
governments. Further, the British Government was asked to redeem 
at face value British silver (and copper) coins by instalments as they 
were replaced by local issues. The recommendations were accepted and 
the new system launched in 1912. The principles of the Colonial 
Sterling Exchange Standard had been worked out with, as usual, some 
hesitancy in tone but ultimately with great success in practice. Minor 
tidying up remained in West Africa until 1949 when, at long last, native 
“manillas”—tokens introduced by the Portuguese in the 17th century— 
were successfully redeemed. 

The West African system proved a great success and, with local 
modifications according to circumstances and local historical evolution, 
it was gradually applied or adopted elsewhere. The major example is 
the East African Currency Board, formed in 1919. This Board ran 
into many difficulties in its éarly days and finally reached solvency, 
in the sense of a 100 per cent cover of its own, only in 1946—its earlier 
balance-sheet deficits, however, having had local government guaran- 
tees. The Straits Settlements, as mentioned earlier, came over fully in 
1923. Hong Kong, abandoning its silver standard when China did in 
1935, adopted a special form of the Sterling Exchange Standard which, 


16 Perhaps the quaintest examples of this kind of thing are found in the West 
Indies. Some of the salt-producing islands in the Bahamas sold mainly to French 
islands; to protect their trade, French coins were given legal tender in part of 
the Bahamas (1850). About 1820, St. Vincent’s currency was partly determined 
by the trade winds and the ability of open boats to tack and veer. 

17In Ethiopia in World War II the heavy weight of Maria Theresa dollars 
hampered the war effort. A ton was worth only £3,000 and there were difficulties 
in dropping supplies to partisans behind the Italian lines. This was one reason 
for introducing the East African bank note. See Lord Rennell, British Military 
Administration in Africa (London, 1947), pp. 366-71. 
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in substance, works the same as the others. When the Straits Setitle- 
ments arrangements were widened in 1938 to include the Federated 
Malay States, they were further modernized. More generally, the 
Colonial Office in the 1930’s developed a model currency ordinance,'* 
based on West African experience, and its main lines were followed in 
new laws in Cyprus, Mauritius, and some of the West Indies. In the 
last case, the old problem of unlimited silver tender had remained 
generally unsolved by the 1920’s. The separate islands and their legis- 
latures mainly persisted in their ancient ways and somewhat ignored 
the center, as they had done more plainly two centuries earlier. Their 
basic and effective coinage in the 1920’s was still token silver and was 
without an assured international value. In 1923 they rejected a pro- 
posal for a common West Indian currency on a sterling exchange basis. 
Some minor reforms were effected in the 1930’s, e.g., the Bahamas in 
1936 limited silver to 40s. legal tender. The war, particularly with the 
rapid expansion of government note issues, brought about changes. 
Shortly, a regional currency board, with the title of “Board of 
Commissioners of Currency, British Caribbean Territories (Eastern 
Group) ,” is to be created to cover Barbados, British Guiana, Leeward 
Islands, Trinidad, Tobago, and the Windward Islands and to set up 
a unified currency for them all on a full modern Sterling Exchange 
Standard. But—perhaps characteristically—the Bahamas, Bermuda, 
and Jamaica are not joining; being a northerly and westerly group, 
their interests and history are different, though they are sterling coun- 
tries. British Honduras has for centuries been a persistent noncon- 
formist in these matters. It became one of the sterling group only late 
in 1949. 

The outcome of this long complex history is today quite simple. The 
Colonial Sterling Exchange Standard ?® has been adopted throughout 
the colonial territories,*° except in Aden, which uses the rupee, in 
Basutoland, Bechuanaland, and Swaziland, which use South African 
currency, in British Solomon Islands, the Gilbert and Ellice Islands, 
Tonga, and, with French complications, the condominium of New 
Hebrides, which use Australian currency or are linked with it, and, 
finally, in St. Helena, which from 1949 is directly sterling (including 


18 Perhaps the research needed for this, and Britain’s departure from gold, 
were what led to some minor tidying up in the 1930’s and the repeal or other 
annulment of some old laws. Although Bermuda had demonetized the doubloon 
in 1882 and Jamaica in 1901, the general demonetization of the old doubloon and 
of US. and other foreign gold coins took place only in 1935. Perhaps, too, the 
same research showed that Fiji’s special legal problems had been missed in the 
1920’s. See Clauson, op. cit. 

19 This is the expression used in the Report by a Association of the British 
West Indian Colonies, 1947 (Cmd. 7291), p. 2 

20 The expression, “colonial territories,” is more and more officially displacing 
older ones, like “the Colonial Empire” or “the Colonies.” 
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Bank of England notes). Under that Standard, their currencies are 
convertible into sterling and sterling into them at par either for a small 
commission or within narrowly limited rates of exchange.”* Coin is 
now relatively unimportant, except in West Africa, where paper money 
would suffer from termites; private bank notes are also now relatively 
unimportant except in the Eastern territories, such as Hong Kong. The 
predominating paper money is the local government currency note, 
backed 110 per cent 2? in sterling (cash in London and sterling securi- 
ties). The importance of bank deposits and advances varies greatly 
from territory to territory, according to local circumstances and stages 
of economic development. Bank reserves are, of course, in sterling in 
one form or another, sterling being the form in which their liabilities 
are ultimately to be discharged. Except in Hong Kong, exchange trans- 
actions, other than in sterling area currencies, are very rare. In 1948 
the total of coins in the colonial territories under the system was prob- 
ably about £50 million, half being in Africa, and the total of notes was 
about £180 million, of which perhaps £50 million were private bank 
notes in Hong Kong. The volume of bank deposits is not known. Under 
the Colonial Sterling Exchange Standard are some 70 million people 
and a total international trade of some £1,250 million—about 4 per cent 
of world trade, much of it vital to world progress. 


Appendix 
Treasury Minute, dated 11th February 1825 


My Lords have under their consideration the State of the Currencies 
in the several British Colonies and Possessions abroad, as they affect 
the expenditure for the Public Service, both military and civil. 

They consider it as being highly expedient that they should avail 
themselves of the present period of peace, and of the means which 
appear to be now at their disposal, for introducing a fixed and uniform 
medium of exchange for all transactions connected with the public 
service, in the place of the various, fluctuating, and anomalous cur- 
rencies which have been created under the pressure of temporary emer- 
gency, or with views of local and peculiar expediency, in many of these 
Colonies and Possessions during the war, and which have been pro- 
ductive of much private and public inconvenience. 

. . .. [the Spanish dollar] has been the medium of payment to the 
troops on Foreign Stations generally; but the rate in sterling money at 
which it has been issued to the Army has not been the same at all of 


21 Fiji and Hong Kong still have some anomalies in these matters. 
22The 110 per cent cover does not appear, as yet, to have been reached in 
Malta, and, owing to the war, it has been disturbed in Hong Kong. 
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those stations, nor has that rate in any case been fixed in conformity 
with the intrinsic value of the coin. 

. the prices at which dollars are now issued to the British troops 
abroad are considerably higher than the real value of the coin, or its 
value in British money at the Mint price of silver; and the Army 
would have cause to complain if they had not antecedently, during a 
great length of time, enjoyed the advantage of receiving that coin at a 
rate much below the value into which it was convertible in British 
currency through the medium of the exchanges. 

Remonstrances have, however, proceeded from several of the Foreign 
Stations, on behalf of the Army, on account of the rates at which the 
dollar is now issued; and although the change by which a more correct 
issue of the pay of the troops abroad must be introduced, will unavoid- 
ably be attended with a considerable increase of expense, my Lords 
deem it just and necessary to adopt measures for that purpose. 

. In considering this subject, with a view to the introduction 
of a ‘better mode of paying the Army abroad, my Lords advert to the 
circumstances which affect the supply of the Spanish dollar at the 
present time. Some difficulties in procuring it in sufficient quantities 
are occasioned by the diminished produce of the mines; while, on the 
other hand, the established character of that coin, on account of its 
formerly well-known uniformity of weight and fineness, has been ma- 
terially affected by diversities lately introduced in the coinage in 
America, whereby it has been rendered less fit for the payments which 
are now under consideration. 

Under these circumstances, it appears to my Lords that the fittest 
medium for the payment of the forces, and the best standard of circu- 
lation for the British colonies and possessions where these anomalies 
have hitherto prevailed, will be the silver and copper currencies now in 
circulation in this country, provided the same be made convertible, at 
the will of the holder, into the standard gold currency of the United 
Kingdom, by means of bills of exchange, to be given at a rate to be 
fixed for each station by the officer in charge of the military chest, or 
some other public authority. 

Owing to the rate at which silver is by the Act, 56 Geo. 3, c. 68, 
converted into coin at the Mint (which is considerably above its gen- 
eral market value, as well as its former Mint price) , this currency would 
not be liable to be withdrawn by private speculation, from the colonies; 
while, on the other hand, its ready convertibility, by the means above 
mentioned, into that money which is the legal tender for large pay- 
ments in this country, would secure its circulation at the same value 
in the colonies. 

As there would exist no inducement to export a currency of this 
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description to foreign countries, so, on the other hand, if the rate at 
which bills would be obtainable for it upon England, be fixed in such 
manner as to be about equal to the expense and risk of bringing it 
to England, the danger of any inconvenience from its re-importation 
into this country, would in like manner be avoided. 

This rate my Lords conceive to be about 3 per cent from almost all 
of the stations to which these measures would be applicable; and they 
would therefore direct, in the first instance generally, that the officer 
in charge of the commissariat should give a bill for £100 on this Board 
for every £103 in British silver currency; such rate being subject to 
future regulation in any case in which it may, on experience, be found 
to be too high, or too low, for the purpose which it is intended to secure. 

Upon these grounds, therefore, my Lords will direct supplies of 
silver coin to be prepared for remittance to the several stations abroad, 
so as to furnish a sufficiency for the probable wants of each as speedily 
as possible. They desire that the agent for commissariat supplies will 
take the necessary steps for that purpose. 

But as the substitution of this currency for the Spanish dollar, even 
in the payments from the military chest to the troops, can only be 
gradually effected, and as it may, in many cases, be still expedient to 
employ that coin as a medium of payment, at a fixed rate as com- 
pared with British currency, my Lords are of opinion that it should 
(when necessary) be issued at the rate of 4s. 4d. the dollar, being a 
fraction of a farthing only above its intrinsic value at the rate of 5s. 2d. 
the ounce of standard silver; and also, that all other coins in use in 
the colonies should, if used under any special expediency for making 
payments from the military chest, be issued at the same rate, as nearly 
as may be, with reference to their intrinsic value as compared with that 
of the Spanish dollar. . 

Their Lordships desire that letters be written to the commanders 
of the forces, and to the officers in charge of the commissariat, on each 
station abroad, conveying to them the necessary instructions for carry- 
ing this measure into execution, and directing that the rate at which 
the Spanish dollar and other coins are hereafter to be issued for the 
pay of the troops be adopted from the 24th of the month next succeeding 
the receipt of the instructions. 

.. . . Let the officer in charge of the commissariat be also instructed 
that all unliquidated engagements with contractors or other persons are 
to be completed according to the terms of those engagements; but that 
in all future contracts the commissariat should reserve to itself the 
option of paying the contractor either in British silver or in bills upon 
this board, at the rate above stated of £100 in such bills for every £103 
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in money; and, further, my Lords desire that the commissaries be 
directed not to grant bills on any occasion for British money at any 
other rate. 

If at any time there should not be a sufficiency of British silver at 
the disposal of any commissary, for carrying on the service at his 
station, he is then to advertise for Spanish dollars or other coins, by 
public competition, for his bills on this board, and is to accept the 
lowest tender; the dollars or coins so purchased to be issued invariably 
to the troops at the rate of 4s. 4d. for the Spanish dollar, and at pro- 
portionate rates for other coins, according to their intrinsic values as 
compared with the Spanish dollar valued at that rate 


Order in Council of 23rd March 1825 


Wuereas it has been represented to His Majesty at this Board, 
by the Lords Commissioners of His Majesty’s Treasury, that they have 
given directions that His Majesty’s troops serving in the several British 
colonies and possessions abroad should, in certain cases, be paid in 
British silver and copper money; and that, with a view of securing the 
circulation of such money in those colonies, it would be expedient that 
an Order in Council should be issued declaring that in all those colonies 
where the Spanish dollar is now, either by law, fact, or practice, con- 
sidered as a legal tender for the discharge of debts, or where the duties 
to the Government are rated or collected, or the individuals have a 
right to pay, in that description of coin, that a tender and payment of 
British silver money to the amount of 4s. 4d. should be considered as 
equivalent to the tender or payment of one Spanish dollar, and so in 
proportion for any greater or less amount of debt: And whereas it has 
been further represented by the Lords Commissioners of His Majesty’s 
Treasury that, with respect to the Cape of Good Hope, where there are 
not any Spanish dollars in circulation, but where the circulation con- 
sists entirely of paper rix dollars and its proportions, and with respect 
to Ceylon, where the circulation consists of silver and paper rix dollars, 
as well as of a variety of other coins which are generally received and 
paid with relation to their value as compared with rix dollars, it would 
be expedient that a tender and payment of 1s. 6d. in British silver 
money should be considered as equivalent to a tender and payment of 
one such rix dollar so current at the Cape of Good Hope and Ceylon 
respectively, and so in proportion for any greater or less sum; and also 
that British copper should be made a legal tender in all the British 
colonies, for its due and proper proportions of British silver money, as 
by law established in Great Britain, but that no person should be 
compelled to take more than 12d. in copper money at any one payment: 
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His Majesty, having taken the said representation into consideration, 
is pleased, by and with the advice of His Privy Council, to approve of 
what is therein proposed; and the Right Honourable the Lords Com- 
missioners of His Majesty’s Treasury, and the Right Honourable Earl 
Bathurst, one of His Majesty’s Principal Secretaries of State, are to 
give the necessary directions herein, as to them may respectively 
appertain. 
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Measuring the Inflationary Significance of a 
Government Budget 


William H. White * 


HE IMPACT of governmental fiscal activity on a country’s em- 

ployment, income, and prices is of great economic importance. Not 
only is a significant share of national income disposed of through the 
government budget; more important is the tendency in many countries 
to manipulate the budget with a view toward regulating employment, 
income, and prices. The intelligent use of the budget for this purpose— 
or even the restriction of the budget to a neutral role—requires accurate 
knowledge of the budget’s effects on the economy. The size of the 
budget surplus or deficit is customarily accepted as an indicator of 
these effects. In most cases, however, surpluses and deficits as usually 
computed do not accurately measure the budget’s true deflationary or 
inflationary effect, and further adjustments are needed before this can 
be ascertained.1 An examination of the questions which arise in this 
connection is of special interest at the present time when, in forecast- 
ing, the prospect of budgetary deficits has again to be given serious 


*Mr. White, economist in the Financial Problems and Policies Division, is 
a graduate of Harvard University. 
1 Additional studies of this subject ave as follows: 


Villard, Henry H. ooo Spending and the National Income (New York, 
Farrar and Rinehart, 1941). 


Wallich, Henry C. “Income-Generating Effects of a Balanced Budget,” Quarterly 
Journal of Economics, LIX, pp. 78-91 (November 1944). 


Economic Survey of Denmark: National Budget for 1949 (Copenhagen, 1949). 


Council of Economic Advisers. The Economic Report of the President Trans- 
mitted to the Congress (Washington, U.S. Government Printing Office, January 
1949 and January 1950). 


Brown, E. Cary. “Analysis of Consumption Taxes in Terms of the Theory of 
me Determination,” American Economic Review, XL, pp. 74-89 (March 
Econometrica, Vol. 13 (1945) and Vol. 14 (1946): 

“Multiplier Effects of a Balanced Budget,” by Trygve Haavelmo, October 
1945, pp. 311-18. 

Some Monetary Implications of Mr. Haavelmo’s Paper,” by G. 
” Haberler, April 1946, pp. 148-49. 

. The Implication ‘of a Lag for Mr. Haavelmo’s Analysis,” by R. M. 
_ Goodwin, April 1946, pp. 150-51. 

. Further Analysis, ys ee Everett E. Hagen, April 1946, pp. 152-56. 

. Reply,” by Trygve Haavelmo, April 1946, pp. 156-58. 
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attention. The present study suggests the corrections which should be 
applied to published budget statements to convert them into an eco- 
nomically meaningful form, as well as the further adjustments which 
have to be made to determine the inflationary or deflationary effects of 
the budget. - 


Accounting Corrections of Budget Figures 


The terms “inflationary” and “deflationary” are used in this study to 
indicate additions to or subtractions from the amount of money ex- 
penditure, i.e., the flow of purchasing power. Under conditions of full 
employment, changes of this kind are accompanied by corresponding 
price changes; under other conditions, the accompanying changes in 
production are likely to be more important. 

The inflationary or deflationary effects of government income and 
expenditure thus defined can be approximately measured by ascertain- 
ing the net budget deficit or surplus. The accurate calculation of the 
net deficit or surplus is seldom a simple task, however, and published 
figures usually have to be qualified by corrections. 

Before a budget can be satisfactorily analyzed in order to determine 
the corrections needed, its legalistic, conventional form may have to be 
changed to one with economic significance. The economic significance 
is to be found in the impact of total government receipts and expendi- 
tures upon the economy during the period for which the budget is 
computed. To obtain such a measure, data on various extra-budgetary 
governmental activities, e.g., receipts and disbursements by govern- 
ment trust funds (for example, social insurance funds) and profits and 
losses of government commercial enterprises, have to be combined with 
the budgetary data. In this connection, it may be desirable to consoli- 
date the accounts of other government units with those of the national 
government. Expenditures in any given year which have been charged 
to a previous budget rather than to the current budget must also be 
added, e.g., payments of accrued interest obligations on maturity of 
government bonds. On the other hand, items for which budgetary out- 
lays are recorded but which have not involved a cash payment should 
be deducted from total expenditure, e.g., charges for accruing interest 
obligations on government debt where interest is not paid currently. 

In some countries a sizable volume of purchases is both budgeted and 
paid for after acquisition. Such expenditures should be transferred to 
the budget of the period in which acquisition actually occurs. An 
adjustment of a similar kind is needed for long-term government con- 
struction projects carried out by private contractors even though they 
may be both budgeted and paid for at the time of completion; these 
should be treated as government investments (financed in effect by 
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borrowed funds) equal in value to the work done each year, for the 
inflationary impact must occur at the time when the work is done. 

If the ratio of government expenditure to national income is desired, 
intra-governmental transactions which appear more than once in the 
budget have to be eliminated. On the other hand, in measuring merely 
the budgetary surplus or deficit, any double counting of this kind will 
cancel out. There is, however, one exception to this automatic cancel- 
ing. If purchases of government bonds by a governmental agency are 
recorded as an expenditure in the budget, they must be eliminated, since 
the offsetting transactions—sales of government securities—will not 
be included in the budget as an offsetting “revenue” item. 

The balance remaining after these adjustments corresponds approxi- 
mately to the change in government debt and cash holdings during the 
fiscal year. Further adjustments may be required because of various 
special transactions. Devaluation profits (or revaluation losses) and 
write-downs of the value of the government’s capital assets must be 
eliminated, for they are purely bookkeeping items not involving money 
transactions. Since purchases of gold or silver from domestic sources 
place new money in circulation, they are inflationary like any other 
purchases of goods and services and therefore should be included among 
expenditures when the cash deficit is computed. This is true whether 
the government makes payment from its existing cash and deposits or 
makes a costless payment by creating new money. Seigniorage profits 
should not be included in revenues, and expenditures made with these 
profits should therefore be counted as deficit spending. In the same 
way, new currency issues used for financing expenditure should be 
counted as deficit spending even though they do not constitute a drain 
on government cash and deposits. 

To the extent that governmental expenditures are made abroad, the 
governmental budget deficit, normally an inflationary force, does not 
affect the domestic income stream. These expenditures should therefore 
be removed from the budget—unless the balance of payments is simul- 
taneously examined for an offsetting, deflationary item (imports for 
government use)—since otherwise there would be a deficit, indicating 
an inflationary impact which in fact does not exist. Allowance must 
be made here, however, for the influence of import restrictions. Short- 
ages of foreign exchange may necessitate variations in the amount of 
private imports equal and opposite to variations in government im- 
ports; in this casé government expenditure on imports should generally 
be considered inflationary. 

For reasons similar to those outlined above, government revenues 
from abroad—interest receipts or payments for services—should be 
excluded from budgetary revenues. Local currency proceeds from such 
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sources as the sale of ECA imports should also be excluded if the view 
is taken that these imports involve essentially a private (international) 
rather than a governmental operation; their deflationary effect will 
then be attributed to (private) international trade rather than to a 
budgetary surplus. Likewise, government expenditures for financing an 
export surplus (e.g., ECA grants by the United States) should be 
deducted from budgetary outlays if their inflationary effect is attribut- 
able to private (international) activity rather than to any government 
deficit resulting from the expenditure, i.e., if the government expendi- 
ture constitutes merely compensatory official financing of a balance of 
payments surplus which can be considered as privately generated rather 
than constituting in effect a purchase of goods and services by the 
government itself. Similarly, the payment of members’ quotas to the 
International Monetary Fund has an inflationary effect on the economy 
of the paying country, if at all, only when it is drawn upon to finance 
a balance of payments surplus, and at that point the payment should 
be considered as compensatory official financing of a payments surplus 
and therefore eliminated from budget expenditure. This procedure is in 
conformity with the customary procedure when balance of payments 
deficits or surpluses are financed by government exchange stabilization 
funds: the government’s gain or loss of local currency is excluded from 
the budget revenue or expenditure. 


The Budget’s Inflationary Impact 


The corrections so far listed may for the most part be regarded as 
accounting corrections for which, in general, sufficient information can 
be found in published government accounts. The cash budget deficit or 
surplus, thus corrected, gives a first approximation to the direct effect 
of fiscal activities on income (the “multiplicand” of the so-called multi- 
plier analysis), i.e., the additions to or subtractions from the flow of 
purchasing power arising directly out of budget transactions. This will 
subsequently be referred to in this paper as the “income effect” of the 
budget. If this cash budget is in balance, government adds to the flow 
of purchasing power no more than it takes from it. To measure this 
effect more accurately, however, further refinements are required, for 
which estimates, rather than accounting corrections, will have to be 
made. Certain revenue collections do not necessarily constitute a with- 
drawal from the flow of purchasing power, and certain payments do not 
necessarily constitute an addition to it. For example, since revenues 
collected from idle hoards are nondeflationary, a balanced budget based 
on such receipts would be inflationary. Likewise, certain expenditures 
going directly into recipients’ idle hoards are not inflationary, and a 
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deficit due to such outlays would not be inflationary. All adjustments 
of this kind which are discussed below might in some circumstances be 
applied more easily to changes from the preceding year in the various 
budget items than to the totals of these items. A recasting of the 
analysis for this purpose would, however, involve no significant change 
in its substance; therefore, all references to the inflationary significance 
of the total values of any item may be understood as applying equally 
to changes in the item. 


Assumption of elastic credit supply 


Revenues paid out of taxpayers’ savings or capital may be treated 
provisionally as nondeflationary, and expenditures going directly into 
the recipients’ capital, or, in some cases, into current savings, as non- 
inflationary. This involves the assumption of complete elasticity of 
the credit supply and complete mobility of funds throughout the capital 
market. (Alternatively, the assumption might be made of a credit 
supply with some mobility and elasticity and a demand for credit 
which is independent of the interest rate within the relevant range.) 
All studies which measure the inflationary effect of the budget by 
reference to the budget deficit in fact implicitly assume either mobility 
and elasticity in the credit supply or deficit financing by a central bank 
which is not obliged to vary credits to others as a result of its govern- 
ment credit operations. 

This assumption can be expressed in another way by postulating that 
all revenue collections out of savings or capital are paid exclusively— 
ultimately or directly—out of idle holdings of cash or bank deposits or 
idle funds in the sense of bank loan-making capacity which would not 
otherwise have been utilized; and, similarly, that all payments going 
directly into capital or current savings add to these balances. Unless 
this postulate is valid, i.e., unless credit is elastic and mobile, a govern- 
ment deficit not financed by the central bank cannot be wholly infla- 
tionary. For, unless commercial banks have cash holdings substantially 
in excess of their normal minima, a government’s use of loanable funds 
must, if the central bank creates no new liquidity, deprive some private 
investors of funds needed for their projects; hence such a government 
deficit would not create an equivalent net addition to the flow of pur- 
chasing power. Likewise, insofar as a budget surplus used to repay the 
public debt held outside the central bank results in an expansion of 
private investment, the surplus is not deflationary. 


Adjustment of revenue figures 


Income and capital taxes. Granted the above assumptions about 
credit, it follows that capital levies, estate taxes, taxes on capital 
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transfers (e.g., stock exchange taxes) , the part of income taxes paid out 
of current savings, and revenues derived from the sale of assets not 
newly created (land, securities, and possibly buildings) are in general 
not deflationary forms of government revenue. Such revenue should be 
added to the cash deficit (or deducted from the cash surplus) in order 
to measure the true inflationary impact of the budget. This procedure 
will require qualification in the case of capital taxes which are in fact 
paid out of income and lead to a reduction of consumption. 

In practice, of course, the assumption of credit elasticity does not 
hold fully. Nevertheless, a sound working hypothesis is to eliminate 
taxes on capital and to adjust, suitably, for taxes on income. It may 
be impossible to determine within reasonable limits of accuracy what 
part of income tax collections is actually paid out of savings, for the 
marginal propensity to save (the proportion of any change in net in- 
come which is embodied in a change in saving) may vary over time 
and/or among income levels and be very difficult to measure. The use 
of the marginal propensity to save in conjunction with the large deduc- 
tions which taxes make from income is justified only if it remains ap- 
proximately constant as income changes. If the propensity is not 
approximately constant, an average value for the range of income 
involved must be used. 

The attainment of a high degree of precision here may not in itself be 
a matter of any great importance, however. Since the important in- 
direct effects of the budget on private activity necessarily have to be 
disregarded, it is scarcely worth while to insist on great precision in 
the allocation of taxes. But where, as in the United States, income taxes 
are a very large part of total revenue, some adjustment must be made; 
the greater degree of precision thereby attained would, however im- 
perfect, still have some real significance. For a budget to which items 
of this kind make a substantial contribution, the significance of these 
adjustments will always be considerable, because their importance has 
to be assessed in relation to the cash deficit and not to the budget as 
a whole. At the very least, a “balanced” budget of this sort should 
be characterized as inflationary. 


Business income taxes. The effects of business income taxes are 
especially difficult to measure. In part they represent profits which 
otherwise would have been paid out to individuals as income, and to 
this extent they could be treated as deflationary in the same way as 
personal income taxes. In part, business income taxes represent funds 
which would have been invested within the business taxed; but insofar 
as the assumption that loanable funds are easily obtained is tenable, 
the blocking of self-financing should not be considered a deterrent to 
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investment. On the other hand, the fact that taxes must be paid reduces 
the desirability of investment; insofar as the investment discouraged 
would have been made out of purely domestic resources, the tax is on 
this count deflationary; insofar as the investment would have been 
made out of imported resources, it is not. 


Income taxes and imports. Even where income taxes are paid at the 
expense of consumption rather than of savings, their effect is not de- 
flationary to the extent that the reduction in consumption is concen- 
trated upon imports. The effect of the budget on the volume of imports 
might, of course, be disregarded on the ground that from the point of 
view of the monetary authorities the balance of payments is as im- 
portant as inflation or deflation, and that it is the impact of the budget 
on purchasing power plus balance of payments which is significant. 
This interpretation is not always valid, however; the effect of the 
budget on the total flow of purchasing power within the country is of 
at least equally great interest. Granted the objective of measuring 
changes in purchasing power, it might still be argued that the budget’s 
effect on the balance of payments is so indirect that account should 
be taken of it only in the balance of payments schedule. But just as 
it has been agreed to make an adjustment iri the government’s accounts 
for the deflationary effect of taxes paid out of savings when actually 
that correction appears in the savings-consumption-disposable-income 
schedule, so the effect of taxes on the balance of payments should be 
applied as an adjustment to tax revenues in the budget. . 

Therefore, allowance should be made for the marginal propensity to 
import. This is not the propensity estimated for the country as a 
whole, but only that which relates consumer imports to disposable 
personal income. It may vary widely according to the level of indi- 
vidual income, and its measurement may be very difficult. However, 
this does not justify neglect of the correction, for in many countries 
the marginal propensity to import for consumption may be as high as 
40 or 50 per cent. If income-tax payers have a negligible marginal 
propensity to save but a marginal propensity to import of the order 
of 40 or 50 per cent, personal income tax revenues have to be reduced by 
40 or 50 per cent for an estimation of the budget’s income effect. Thus 
neglect of this consideration may produce serious errors; even a rough, 
approximate adjustment would be better than none. 

Such an adjustment cannot be made without reference to import 
regulations. Where import restrictions exist, it is necessary to consider 
separately the effects of additions to taxation, which may lower im- 
ports, and reductions of taxation, which may not be permitted to cause 
increases in imports. An increase of taxation may in some countries 
merely result in reducing the amount of the unsatisfied demand for 
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imports, without changing the effective demand. If it goes further and 
curtails the effective demand for imports by those on whom the tax 
falls, the reduction of these imports may or may not be offset by relax- 
ing restrictions on imports desired by other classes in the community. 
Therefore, in calculating the deflationary effects of tax increases or the 
inflationary effects of tax reductions, the adjustment made for the 
marginal propensity to import must be limited to the amount of the 
actual change in imports which the import restrictions permit. 


Excise taxes. Excise taxes should be considered when the budget’s 
income effect is measured. Insofar as these taxes are paid by the pro- 
ducer (and his employees and suppliers) , they constitute a drain on his 
money income, rather than on consumers’ real income, and should be 
treated in the same way as income taxes. Excise taxes paid by con- 
sumers require a different treatment. They do not reduce disposable 
money income and therefore need not affect money saving. However, 
if—as is likely—the average propensity to consume or to save is in 
part a function of real as well as of money income, excise taxes may 
also to some extent be paid out of savings. For, since they increase the 
cost of living, they have much the same effect as income taxes in reduc- 
ing the real disposable income corresponding to any money income, and 
therefore they divert part of any given money income from savings to 
consumption. 

The case for adjustment is weaker here than with respect to income 
taxes, however; in general, excise taxes tend to affect individuals with 
low incomes and therefore low average and, probably, low marginal 
propensities to save, while income taxes are paid primarily by those 
with high incomes and high marginal propensities to save. Moreover, 
even if the propensity to consume or to save may be assumed to be 
entirely a function of real income, the reduction in savings attributable 
to excise taxation will be less than is indicated by the marginal pro- 
pensity to save. Given the reduction in real income caused by the cost 
of living increase which is due to the collection of an excise tax, real 
saving will be reduced by that amount multiplied by the marginal 
propensity to save. But by virtue of the increased cost of living, even 
an unchanged quantity of money saving will have a diminished value 
in real terms. Consequently, part of the needed reduction in real 
saving takes place even if money saving does not decline at all, and a 
reduction in money saving smaller than that indicated by the margina! 
propensity to save will suffice to produce the required reduction in 
real saving. The decline in money saving could even be zero. This will 
be true when the marginal propensity to save is equal at all relevant 
income levels to the average propensity to save, for then real saving 
is always the same proportion of real income. Hence money saving 
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from any given money income is constant whatever the price level, so 
that excise taxes which are felt as price level rises do not cause savings 
to diminish; that being the case, the taxes are paid entirely at the 
expense of consumption. Excise taxation is thus more deflationary than 
income taxation, as far as its direct effects on the flow of purchasing 
power are concerned. The excess of the actual tax revenue over that 
part of it which is truly deflationary may be only (say) half as great 
for excise taxes as for income taxes. 

However small the effect of an excise tax may be on savings, a low 
marginal propensity to save need not be associated with a low marginal 
propensity to import and—as with income taxes—the deflationary 
effect of excise tax revenues may have to be reduced to the extent to 
which they are paid at the expense of imports (provided that imports 
are free to vary). Where untaxed imports are substitutable for taxed 
domestic goods, care should be taken in applying the marginal pro- 
pensity to import as a correction. For any reduction in imports due to 
the effect of excise taxes on real income would be counteracted to some 
extent by an increase in imports due to the relative cheapening of 
imports in comparison with the newly taxed goods. Hence the excise 
tax would diminish imports to a smaller extent than is indicated by 
the marginal propensity to import, which means that its deflationary 
effect would be proportionately strengthened. 


Import taxes. Import taxes (tariffs, unfavorable import exchange 
rates in a multiple rate system, etc.) comprise a very important part 
of budgetary revenue in many countries. Therefore, adjustments ap- 
plied to this category of revenue would be highly significant. Provided 
that import controls do not impose a prior limitation, import taxes will 
reduce the quantity of imports by raising their cost. Consequently they 
will produce two effects: increased government revenue (deflationary) 
and a larger export surplus (inflationary). Since the latter at least 
partly offsets the former, the total volume of import tax revenues over- 
states their deflationary effect. The taxes are collected in part or in 
full from the foreign exporter, whose sales volume is diminished, rather 
than from the domestic consumer, and thus may have their deflationary 
effect in the foreign rather than in the home economy. 

Where the elasticity of demand for taxed imports is unity in the 
relevant range, total expenditure on these imports is unchanged; the 
same amount of purchasing power will then go out of circulation, what- 
ever the rate of import taxes. The more going to the government, i.e., 
the higher the import taxes, the less will “leak away” in the form of 
payments to foreigners for imports. Thus complete national accounts 
would show two equal (nominally) inflationary and deflationary com- 
ponents: improved balance of trade, increased government revenue. 
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In a study confined to the income effect of the budget, the two should 
be consolidated, i.e., canceled out against each other. 

This conclusion does not hold, however, if a tax is considered to have 
an “inflationary effect”—irrespective of its effect on the level of money 
demand—if it raises prices. Import taxes on goods with unit demand 
elasticity would then have to be counted as inflationary, for, although 
total money expenditure is unaffected by them, the quantity of imports 
is reduced by the taxes and therefore the total quantity of goods on 
which the given amount of money is spent is diminished. In conse- 
quence the price level, or, more precisely, the prices of imports, must 
rise. This kind of inflationary effect is less important, however, than 
the one usually considered; price increases caused by the imposition of 
import taxes are not accompanied by any direct pressure on the supply 
or the prices of domestic resources. 

Where the elasticity of demand for taxed imports exceeds unity, the 
effect of import taxes is inflationary on either definition of inflation, 
for the increase in the cost of imports reduces the total outlay on im- 
ports (including their import tax component) ; purchasing power will 
therefore be diverted to domestic uses.? Where the elasticity of demand 
is less than unity, import taxes have some deflationary effect since, as 
the cost of imports increases, total outlay on them also rises. Hence 
part of import tax revenues is collected at the expense of purchasing 
power which would otherwise have been available for domestic uses, 
rather than at the expense of foreign exporters’ purchasing power. To 
calculate the deflationary effect of such taxes, an approximate correc- 
tion on this account may be made by omitting a proportion of tax 
revenues equal to the (properly weighted) elasticity of demand for 
taxed imports; e.g., if elasticity is one, import taxes should be omitted 
from the budget revenues; if elasticity is 4, they should be reduced 
by 25 per cent. 

These corrections are valid only under the assumption of an infinitely 
elastic supply of imports, and unless the import supply elasticity is 
very high or the demand elasticity is close to 1 a more general cor- 
rection formula will be needed. This formula can be derived easily: 
N.NatNa 

N 8 +N, d 
where N, and Ng are the supply and demand elasticities, respectively, 
for taxed imports. As N, becomes large the formula approaches 


import tax revenue multiplied by Na, 


import tax revenue multiplied by 


2 This discussion is entirely in terms of a price elasticity of demand for im- 
ports, defined with reference to changes in real income, and therefore in savings 
and consumption, which occur in response to changes in import prices at a given 
level of money income. No attention need be given at this point to the marginal 
propensity to import. 
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the correction given in the last paragraph. (Note that where tax rates 
are high—say 50 per cent of the ex-tax price—the formula becomes 
unreliable.) 

The deflationary effects of import taxes will also be modified by their 
effects on real income and thereby on savings. It was suggested above 
that the effect of excise taxes on savings would be relatively small since 
they are generally paid by the nonsaving poor. Import taxes, however, 
in many countries are levied to a large extent on the luxury imports of 
the rich: Hence their effect on savings should not be disregarded. The 
reduction in real saving which may result from such taxes equals the 
product of the marginal propensity to save and the fall in real income 
caused by the taxes, but the pertinent factor—the reduction in money 
saving—will be a somewhat smaller amount (see the section on excise 
taxes, above). The fall in real income caused by the taxes is (approxi- 
mately) the entire tax revenue and not merely the deflationary portion 
of the taxes. This can be illustrated by the unit-demand-elasticity 
case: although the withdrawal from domestic money expenditure 
caused by the taxes is nil, the quantity of goods purchased with that 
expenditure must be reduced, since part of the expenditure is diverted 
to the payment of taxes. The amount of taxes paid approximates the 
sacrifice of goods and, hence, the reduction in real income. (If foreign 
supply is not completely elastic, the reduction in real income will be 
less than this amount, since part of the import tax is covered by a 
reduction in the price which the foreign exporter charges.) After this 
savings effect is taken into account, the net inflationary value of an 
import tax is found to equal the revenue from the tax minus the part 
of the tax paid at the expense of foreign exporters and minus the 
associated reduction in savings. 

Special treatment is required for a country whose import tax reve- 
nues are derived in significant amount from taxes levied for the purpose 
of equalizing the tax burden on imported goods with that on competing 
goods produced domestically. The effect on the value of imports of the 
collection of equal taxes on foreign and domestic supplies of a given 
product would differ from the effect of the collection of a tax on foreign 
supplies only; in the former case, the demand elasticity for the foreign 
product as indicated by the change in the quantity of imports accom- 
panying a given change in tariff would appear lower. Under the as- 
sumption that foreign and domestic supplies would maintain their 
relative shares of the market, this adjustment can be handled by 
attributing to the demand for imports of the product the same elasticity 
as that for the product as a whole. On this basis, the correction pro- 
posed above can be utilized. 
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Adjustment of expenditure figures 


Noninflationary expenditures. Among budget expenditures, war dam- 
age compensation payments (in many cases) and outlays for the pur- 
chase of real property not newly created are noninflationary payments 
into capital, and therefore should be deducted from the cash deficit or 
added to the cash surplus in determining the budget’s income effect. 
Purchases of “old” business securities also would fall in this category. 
Strictly speaking, loans to private business, if included among budget 
expenditures, should be eliminated, since they too are payments into 
capital. In many countries, however, there will be in practice few 
such loans except where risk or the scarcity of credit rules out the 
alternative of bank or saving financing. In that event, the loans will 
make inflationary expenditures possible; whether these are attributed 
to the budget or to private investment will depend on the scope of the 
investigation being made. 


Transfer payments. A distinction should be made between payments 
for the purchase of goods and services and transfer payments, such as 
pensions, bonuses, interest on debt, consumer subsidies, etc. A transfer 
payment merely restores to the taxpayers funds collected from them. 
The government, in making these expenditures and collecting the taxes 
needed for their financing, plays no role therefore, as far as the expendi- 
ture of purchasing power on goods and services is concerned. This 
statement must be qualified to some extent, however, since the taxpayer 
and the transfer-payment recipient may have different marginal pro- 
pensities to consume or to import with respect to disposable income; 
insofar as transfer payments and the taxes which finance them together 
involve a redistribution of income to the lower income groups, they 
may be somewhat inflationary. On the other hand, during a year in 
which their value is increased, such tax-subsidy operations may also 
produce a counteracting deflationary effect, for they involve declines 
in the income velocity of circulation. This is because they involve two 
extra (though “nominal’’) turnovers of the active money supply—the 
payment of taxes and of transfers—between the receipt of income by 
the taxpayers and its expenditure by the transfer recipients. 

Where subsidies applied to specific consumer expenditure items are 
important in the budget, it will be worth while to attempt to measure 
their inflationary significance by the method used in finding the de- 
flationary significance of excise taxation, rather than by the simpler 
method applicable to income taxation. This follows from the fact that 
subsidies, like excises, have a direct effect on the price level rather than 
on the amount of disposable income. Whichever procedure is adopted, 
the import subsidies paid in a multiple exchange rate system by means 
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of an overvalued import exchange rate should be combined with the 
more obvious forms of subsidy. 

Expenditures on goods and services for the government’s own use 
constitute a withdrawal of goods and services from the private sector 
of the economy, and hence constitute inflationary pressure. But trans- 
fer payments, having something of the character of gifts, are not a 
claim on goods and services or an addition to national income. Thus, 
as they are spent by the government, they have no inflationary impact. 
It is only as they are re-spent by transfer payment recipients that there 
will be such an impact. Hence, in finding the contribution to the flow 
of domestic money demand created by such budget expenditures, the 
portions of the total which the transfer recipients save or spend on 
imports must be disregarded, and only that which they spend on domes- 
tic resources must be counted. 

Under conditions of full employment, the distinction between these 
two types of expenditure is of special importance when the budget is 
studied for its effect on the price level or on the creation of forced or 
undesired savings. Under such conditions, the diversion of produc- 
tive resources or their products to the government, due to a deficit 
expenditure by the government, reduces the supplies available for the 
rest of the economy and therefore adds to the inflationary pressures; 
transfer payments, however—which do not constitute any such claim 
on goods and services—do not cause such pressures at the first “turn- 
over” of the funds. 

On the other hand, where there is unemployment and underproduc- 
tion, government expenditures on goods and services will not divert 
resources from the use of the private sector, for the government actually 
“creates” the productivity of the resources which it wants for its own 
use. Whether the government is adding to disposable incomes through 
transfer payments or through purchases of goods and services is ac- 
cordingly of little consequence. For example, employees who are kept 
on the government payroll in times of depression may still be regarded 
as productive labor; but if they were released by the government, they 
would have to be supported instead by relief (a transfer payment). 
The inclusion of the entire amount of the payments to these individuals 
in the measurement of the budget’s inflationary impact merely means 
that these individuals are considered as productive of national income 
(government services) and hence as employed, rather than as unem- 
ployed recipients of transfer payments. It does not mean that the whole 
of the payment to them involves a corresponding pressure on the prices 
of productive resources. 

However, even in conditions of underemployment, the budget’s effect 
on income as well as on prices or forced savings is of interest. Hence, 
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to measure this effect, the proper procedure is to reduce transfer-pay- 
ment expenditures alone by the amount they increase the recipients’ 
savings and imports (as contrasted with their consumption of domestic 
products), and to accept without such adjustment any domestic goods- 
and-services expenditures, even though their effect on the price level 
may be the same as that of transfer expenditures.® 

The decision whether public debt interest payments are to be defined 
as involving goods-and-services expenditures or transfer expenditures 
is important, both because debt interest recipients have higher marginal 
propensities to save than other transfer payment recipients and be- 
cause debt interest is such an important part of total expenditures, e.g., 
over 15 per cent of the total in Canada and Switzerland and over 10 
per cent in the Netherlands, Turkey, and the United Kingdom. In the 
definition of interest payments, the practice adopted is not uniform. 
If the debt is considered as incurred for productive investment, interest 
on it is customarily treated as a goods-and-services expenditure; other- 
wise, the interest is generally treated merely as a transfer payment. 


Effects on investment and exports 


No consideration has been given thus far to the marginal propensity 
to invest and the marginal propensity to export. Likewise, no mention 
has been made of the “acceleration principle’”—the principle whereby 
inflations and deflations once started can feed upon themselves and 
become cumulative. Disregard of these factors is justified for two 
reasons. 

First, their usefulness is less certain and their statistical measure- 
ment more difficult than for either the marginal propensity to save or 
the marginal propensity to import. Second, the acceleration principle 
applies to the working-out of the consequences of any inflationary 
impact and therefore plays no part in determining the size of that 
impact. (This must be qualified in dealing with the problem of induced 
tax revenues discussed below, for the amount of revenue induced does 
depend on the working-out of the consequences of an inflationary 
impact.) Similarly, the marginal propensities to invest and to export 


8 Expenditures on goods and services should not be reduced by the amount 
by which they increase the savings and imports of the provider of those goods 
and services: the total expenditures constitute an addition to money demand. 
(The savings resulting from the increased income which this demand produces 
cannot be considered as a deduction from that additional money demand itself. 
If they were so considered, consistency would require that the consumption 
expenditures resulting from the increased income be added to that money 
demand; such treatment would amount to computing the total “multiplied” 
impact of government expenditure—a concept very different from the customary 
measure of inflationary forces, and one which would combine the causal infla- 
tionary factors with the inflation they actually produce.) 
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can be regarded as significant factors only in the working-out of the 
consequences of an inflationary impact. These propensities express the 
relationships of changes in investment and in exports to changes in 
national income—not to changes in the distribution of net income or 
of expenditure, at a given level of national income, between the gov- 
ernment and the private sectors. But only relationships of the latter 
type can justify an adjustment of the cash budget deficit in order to as- 
certain the true inflationary impact of the budget, for they are the only 
relationships which cause the net addition to the flow of purchasing 
power associated with government revenue-expenditure activities to 
differ from the conventional cash deficit. 

Exports and investments do, of course, have such relationships. 
Assume, for example, an increase in government expenditure which is 
matched by an increase in revenue whose deflationary effect (measured 
as described above) is equal to the expenditure’s inflationary effect. In 
this case no change in income should be produced. However, the reduc- 
tion in private expenditure on domestic resources caused by the taxation 
increase may affect exportable products (and resources which produce 
them) to a greater extent than does the equal increase in government 
expenditures on domestic resources. Hence the supply, and therefore 
the value of exports, would tend to change, and this change would 
itself constitute an inflationary or deflationary impact. Similarly, if 
private investment is dependent not only on the level of national income 
but also on the level of private income net of income taxes, the other- 
wise neutral budgetary changes described above must cause a reduc- 
tion in private investment and will thus be deflationary. 

Although it is possible to find examples of export and investment re- 
lationships of a sort which make adjustments of the budget necessary, 
the more important relationships are probably those involving total 
income and not requiring adjustments of the budget. Here the infla- 
tionary impact of the deficit may evoke changes in investment and 
exports, but such changes occur only because the deficit is inflationary; 
they do not contribute to the determination of whether the deficit will 
be inflationary or not. 


Summary 


The preceding discussion is summarized in Chart 1. The budget’s 
inflationary impact is equal to the difference between expenditures 
creating an addition to the flow of domestic money expenditures (lower 
section of the first column) and revenues creating a withdrawal from 
the flow of domestic money expenditures (lower section of the second 
column). All other budgetary expenditures and revenues are without 
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Cuart 1. Inflationary Impact of the Budget 
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effect on the domestic money demand for currently produced domestic 
goods and services. 

The relative sizes of the items in the chart are merely illustrative. 
It would be possible for the budget to have an inflationary effect even 
though there were a cash surplus (which would appear in the first 
column of the chart). Similarly, a cash deficit might be accompanied 
by a deflationary impact for the budget as a whole; the lower part 
of the second column would then be larger than the lower part of the 
first column. 


Implications of the Budget’s Income Effect 
Independence of income effect from actual income changes 


Since the intention of this study is to measure the budget’s contribu- 
tion to the stream of purchasing power, it is of no consequence that 
deflationary forces from other sectors of the economy may offset the 
budget’s income effect so that prices and incomes are unchanged. A 
budget deficit used to moderate the decline in incomes and prices when 
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private investment falls is as inflationary, in the sense in which the 
term is used in this paper, as an equal deficit which produces increases 
in income and prices when private investment is stable. 


Distribution of inflationary effects over time 


During a process of continuous inflation, it is likely that the deficit 
and the associated inflationary impact will tend to be concentrated 
at the end of the year rather than at the beginning. In these circum- 
stances, the addition to the total of income which the deficit produces 
will not occur entirely within the same year, since the working out of 
the multiplier takes time. Even with an equal distribution of the 
income effect during the year, part of the multiplied effects of that 
portion of the total income effect which occurs in the last part of the 
year will affect the total income of following years. Hence the deficit 
of the year studied cannot be considered as entirely inflationary during 
that year. However, if a deficit of a similar rate existed during the 
latter part of the preceding year, no important error is introduced if 
all of the excess in the current year’s income above the level associated 
with a zero income effect is attributed to the current deficit. 

In computing the time distribution of the income effect, it may be 
desirable to allocate the deflationary effect of tax collections to the 
periods during which the taxpayers—especially business taxpayers— 
accumulate reserves for meeting expected tax obligations, rather than 
to the points of time when tax collections are made. Thus, even though 
tax receipts may be concentrated in particular months of the year, the 
conclusion that the budget had a deflationary effect in those months 
would not be justified. Similarly, in calculating the inflationary effect 
of any annual deficit, it may be desirable to “date back” the part of 
tax revenues received which was actually accumulated by the taxpayer 
in the preceding year; in the year under consideration they constitute 
payments out of “capital” and hence are nondeflationary. This adjust- 
ment would be important, however, only for a year in which tax rates 
were changed; otherwise, current tax payments out of past accumula- 
tions of reserves for taxes would tend to be equal to current additions 
to reserves for future taxes. 

A study which disregards the lag in the time of expenditure of trans- 
fer payments on goods and services relative to the direct disbursement 
by the government of other outlays on goods and services may slightly 
overstate the value of (a change in) the income effect. Transfer pay- 
ments spent by the recipients on goods and services are counted as 
inflationary during the period in which they are received but not neces- 
sarily spent. Hence the positive income effect of a budget which in- 
cludes transfer payments is overstated. However, unless there is a 
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marked change in the rate of transfer payments during the period for 
which the budget is computed, the errors will not be important. Similar 
reasoning applies to income taxes (which, in effect, are negative trans- 
fer payments), since taxpayers may not cut their expenditures at the 
same time as their net incomes are reduced by increases in taxation. 


Consistency of inflationary and deflationary income effect with income 
stability 


Increases in savings and in imports, induced after the beginning of 
the budget period by the prior increases in income which result from 
the part of the deficit previously realized, are among the deflationary 
forces from other sectors of the economy which are disregarded when 
the budget’s inflationary impact is measured. By perhaps the middle 
of the year for which the budget is computed, the portion of the year’s 
deficit already realized may have produced such an increase in the 
level of savings and of imports (via the increase in income for which 
it is also responsible) that during the remainder of the year the in- 
creased savings and imports completely offset the inflationary pres- 
sure of the budget deficit. This situation will be indicated by a cessation 
in the rise of the income level. 

Therefore, “inflationary significance” must be understood to mean 
the effect of the budget in increasing the total of income earned during 
the budget period beyond what it would have been in the absence of the 
so-called “inflationary” income effect. The inflationary significance 
does not necessarily indicate a force which is continuously inflationary 
in the sense of producing continuous increases in the level of income; 
a part of the effect will involve such increases but the rest merely 
sustain an increased level of income already established. This distinc- 
tion is illustrated most clearly by a deficit which has been maintained 
at a constant rate during two or three successive years. During the 
second (or third) year there may be no change in incomes and prices, 
ceteris paribus, for during the first (or second) year there will have 
been induced increases in the levels of savings and imports, which will 
continue to counteract the inflationary effects of the budget deficit 
during the second (or third) year. The deficit of the latter year is 
therefore inflationary, not in the sense of causing further increases in 
the level (rate) of incomes and prices, but rather in the sense of sus- 
taining the existing higher level. Without the inflationary impact of 
that deficit, incomes and prices would have to fall. 

This example is not to be taken as implying necessarily that contin- 
uous budget deficits of constant size will cease after a time to raise 
the level of prices and income. There is a tendency for such a stabiliza- 
tion to be produced; and if the deficit is initiated in conditions of under- 
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employment, or if imports can be permitted to rise relative to exports, 
stability will probably be reached. The level of savings and of imports 
can be expected to rise sufficiently to offset the deficit’s inflationary 
effect. But if the deficit is initiated during a period of full employ- 
ment, the inflationary effect will take the form of price level rises and 
these may discourage adequate increases in savings. With that brake 
on inflation removed, there is theoretically no limit to the amount of 
price level inflation which can occur. 

The inflationary significance of a budget deficit also needs careful 
definition if the deficit is unevenly distributed during the budget period. 
Assume as an illustration a country having some unemployment or 
some means of securing an (increase in the) import surplus so that an 
expansion of real income or at least of real consumption (accompanied 
by some increases in prices) is possible. If a deficit is initiated in one 
year and is entirely concentrated in the first half of that year, the first 
half year would show rising incomes (inflation) but the second half 
would probably, ceteris paribus, show falling incomes (deflation) , since 
the deflationary impact of the higher rate of savings and imports as- 
sociated with the higher income (or consumption) level would not 
continue to be counteracted by an inflationary impact from the budget. 
As a result, prices and incomes by the end of the year might even be 
at the level of the beginning of the year—the same level that would 
have existed with a zero income effect. Thus again the budget’s income 
effect must be treated as inflationary only in the sense of creating an 
increase in the total amount of income earned during the year, and not 
necessarily in the sense of producing increases in the rate of income 
and employment or prices at the end of the year compared with the 
beginning of the year. 


Real or relative value versus money value of income effect 


Two possible purposes for measuring the income effect of the budget 
should be distinguished. One purpose may be to express the net addi- 
tion caused by the government to total claims on goods and services 
as a percentage of existing claims. In that case, the value of the income 
effect for each month of the year should be deflated by an index of the 
current income level. (In the absence of monthly data, the ratio of the 
total income effect for the whole year to total income for the year may 
be used, provided that the monthly incomes or the ratios of the monthly 
income effects to monthly incomes do not vary too widely.) The signif- 
icance of measuring the income effect in this way arises from the fact 
that the pressure of the deficit on prices and employment varies with 
the size of the income effect relative to current income. This is partic- 
ularly important under conditions of full employment, since income 
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variation then implies more-or-less proportional price variations. The 
absolute values of portions of the income effect realized in different 
parts of the year are then not always comparable, since they may cor- 
respond to a variety of purchasing powers. With a constant rate of 
effect in money terms, the real value of successive portions of the effect 
and of the net real claim on goods and services will be constantly 
diminishing. Only when (and if) income and prices reach a plateau 
will this real value become stable. Hence deflation by current money 
income is necessary to produce meaningful figures. 

The second purpose is to measure the budget’s effect for the multi- 
plier; in this case, the income effect should not be deflated by current 
income. The fact that deficits realized during earlier parts of any year 
will raise income and will therefore cause voluntary savings to increase 
does not mean that later components of the deficit should be considered 
less inflationary (in the sense of income-creating) than earlier com- 
ponents. But deflation of an unchanging level of the deficit by rising 
levels of income would lead to such a conclusion. Hence for multiplier 
purposes the income effect should be expressed in absolute terms, or, 
if international comparability is sought, as a fraction of the income of 
some period in which the budget had either a “normal” or a zero income 
effect. 


Induced tax revenues and inflationary significance of deficit 


Theoretically, the budgetary injection of purchasing power should 
be measured without regard for the counteracting leakages which are 
the indirect result of that injection (induced savings and imports). 
Unfortunately, a deduction for some of these leakages is automatically 
made when the budget deficit is computed, and this deduction cannot 
be eliminated easily. The difficulty arises because funds leak out of the 
flow of purchasing power into tax payments as well as into savings 
and imports. There is (conceptually) a marginal propensity to pay 
taxes just as there is (conceptually) a marginal propensity to save or 
to import. The rise in income and prices engendered by the deficit 
increases imports and hence import tax payments, and also domestic 
consumption, and hence consumption tax and, of course, income tax 
payments. 

The situation can be illustrated most clearly in terms of the leakage 
through imports and on the assumption that the price elasticity of 
demand for imports is unity. Assume an excess of government expen- 
ditures over government revenue at a time when the marginal pro- 
pensity to save (minus any marginal propensity to invest) is zero 
(Case one). This will cause incomes to rise until the rate of imports 
has increased enough to offset the inflationary impact of the fixed rate 
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of government deficit spending. But now suppose that in an otherwise 
similar situation some part of the given amount of revenue is derived 
from a 100 per cent ad valorem tax on imports (Case two). Again in- 
comes will rise, because of the inflationary impact of the budget deficit, 
until the public’s expenditure on imports (which, however, now includes 
import taxes) is once more equal to the amount of the impact. Clearly 
the injection of purchasing power created by the budget is equal to the 
inflationary impact (or, in other terms, the multiplicand is equal to the 
impact). However, instead of being offset by the leakage from an equal 
(induced) increase in imports, the initial rate of income effect is now 
offset by a leakage in the form of an increase in imports—as seen from 
the standpoint of the foreign exporter or of balance of payments 
accounting—of half the amount plus a like leakage in the form of an 
increase in import tax payments. Since the leakage into revenue will 
be concealed in the form of a reduction of the deficit, the visible in- 
flationary impact will be (something more than) one half as great as 
in Case one. However, the effective inflationary impact of the budget 
is clearly the same in both cases and—as argued above—the first gives 
the proper measure of that impact. 

The same conclusion would be drawn from the two cases only if 
the induced tax revenues in the second case were eliminated. But for 
that to be done information would be necessary which in practice is 
not available in sufficiently accurate form, viz., the various marginal 
propensities, including the propensities to pay taxes (needed both for 
eliminating nondeflationary and noninflationary revenues and expen- 
ditures from the budget and for finding the total, multiplied effect on 
income and thereby the value of the part of that total effect which goes 
into induced tax payments), and the distribution of the budget’s income 
effect during the budget year and the speed with which the multiplier 
works itself out, i.e., the speed with which the inflationary impact 
contributed by the government brings about ramified increases in the 
incomes of other sectors of the economy (needed for finding what part 
of the total amount of induced tax revenue increases which must occur 
will occur during the year for which the budget is being investigated 
and will influence the size of that budget’s deficit) . 

Theoretically the problem could also be avoided by correcting the 
coefficient by which the initial impact is multiplied to express the total 
effect. In “multiplier” terminology, the case of the import tax involves, 
in comparison with the no-tax case, a decrease in the marginal pro- 
pensity to import offset by the creation of a marginal propensity to pay 
import taxes. It is permissible in the multiplier technique to consider 
as multiplicand the actual (adjusted) budget deficit (gross of induced 
tax revenues) and to eliminate from parts of the multiplier the marginal 
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propensity to pay taxes; the products of the two alternative multipli- 
cands and their respective multipliers will be the same. 

In practice, however, this way of avoiding the difficulty would also 
require the use of some of the information which is not obtainable. 
Moreover, the value for the budget’s inflationary impact presented in 
budget deficit analyses will normally be given without any qualifica- 
tions concerning the size of the appropriate multiplier. The data 
which are of the widest interest and which will actually be presented 
(annual budgetary income effects in money or deflated terms) do not 
contain the adjustment; comparison of the income effects of different 
years or among different countries will therefore not be entirely mean- 
ingful. (This is, of course, also true insofar as the marginal propensities 
to save and import differ among years and among countries.) 

Even if the appropriate multiplier is presented in conjunction with 
the effect of the budget on income, inclusion of induced revenue in the 
revenue component of the effect diminishes its practical value. The 
budget’s inflationary impact ought to show the size of the anti-infla- 
tionary measures (e.g., reduction in goods and services expenditure) 
which the government should take or should have taken. But where 
the size of the inflationary impact computed is influenced by tax rev- 
enues which result from that impact, the impact will be an under- 
estimate of the anti-inflationary measures needed; insofar as inflation 
is avoided the induced revenue will not appear, and hence when the 
avoidance of inflation is considered such sources of revenue must be 
ignored. 

The induced taxes problem might not seem to rise in instances where 
a budget deficit merely prevents income from falling (rather than ac- 
tually raising it), for here there is no induced change in tax revenue. 
But if even in these circumstances the budget deficit must be consid- 
ered inflationary because it causes a deviation from the existing income 
norm (see section above, Independence of income effect from actual 
mcome changes), it must be considered as having also an expan- 
sionist effect on those tax revenues which are dependent on the level 
of income. Hence consistency requires that only part of the observed 
tax revenues be counted and therefore that the income effect be defined 
as a value larger than indicated by the deficit actually observed. 

The reasonableness of this procedure can be illustrated by comparing 
the stable-income situation with one in which the deflationary impact 
of a fall in private demand is not immediately offset by an increase 
in government expenditures. In that case, when the expenditure in- 
crease is finally made, tax revenues will at first be accumulating at a 
rate consistent with the lower income level reached; as a result, the 
rate of deficit then observed will be larger than that which occurs 
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when the fall in private demand is immediately offset. But as the 
income effect of this larger deficit causes income to rise toward its 
original, predepression level, it causes tax revenues to rise also and thus 
causes the observable level of income effect to decline. Since the 
induced tax revenues should be disregarded in this case, consistency 
requires that they also be disregarded in the case where the expen- 
diture increase occurs rapidly enough to prevent the (temporary) fall 
in income. 

When no correction can be made for induced taxes, the income effect 
found will usually be of some value, even though its measurement is 
defective. And for the purpose of measuring the budget’s net contribu- 
tion at any point of time to the domestic flow of money demand (see 
section above, Real or relative value versus money value of income 
effect), the income effect must in any case be measured without such 
an adjustment. 

If import taxes, poll taxes, and license fees are the chief sources of 
revenue, a situation may arise in which no correction is required. 
Where imports are controlled so that they can vary with income only 
in the downward direction, the marginal propensity to pay import 
taxes must be taken into account when a budget surplus has to be con- 
sidered; when, however, there is a budget deficit, the wish to import 
more will be frustrated by the controls, so that the change in import 
taxes will be zero. Similarly, where the number of licenses for which 
fees are paid is limited, as in the case of monopolies or public utilities, 
income and price variations can have no effect upon government income 
from the fees. In these cases, autonomous budgetary income effects will 
not produce offsetting induced changes in themselves, for budget rev- 
enue will not be sensitive to income changes. It is questionable, how- 
ever, whether many instances of sufficiently close approximation to 
this requirement will be found. (At any rate, even though government 
revenues may not be dependent on the income level, government expen- 
diture may be so dependent—e.g., variations in the amount of unem- 
ployment relief or in the cost of normal government activities—and 
the problem of deriving the significant inflationary effect from the 
observed effect would still exist.) 

The one important instance in which the omission of an adjustment 
for induced tax revenues does not seriously impair the accuracy of the 
measure of the inflationary impact is where the inflationary impact is 
repressed. Here there are no income changes or associated tax changes 
to be estimated. The income effect does not increase the real or money 
value of output, and hence does not induce tax payments, since it 
merely displaces other (“repressed”) demand for a portion of the fixed 
amount of production. This treatment of the income effect may appear 
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to conflict with that in earlier parts of the paper. However, since the 
reduction in other expenditures is in a sense the result of the budget 
itself, the argument above that an induced tax revenue correction is 
necessary, even though income does not change, does not apply here. 
And the reasoning, presented in the early part of this paper, that a 
government deficit which discourages an equal amount of private expen- 
diture (on investment) cannot be considered as having an inflationary 
impact, is also irrevelant here, since “repressed inflation” is a concept 
intended to show the amount of available private purchasing power 
the use of which is (temporarily) prevented by the government deficit 
expenditure. 

If the purpose of the measurement is to determine current additions 
to latent inflation, i.e., the accumulation of the pent-up money demand 
which may be released in the future, no correction for induced changes 
in tax revenues need be made, for taxes do constitute a withdrawal 
from pent-up money demand. This problem involves primarily the 
budget’s liquidity effect rather than directly its income or “infla- 
tionary” effect, and is therefore outside the scope of the present paper. 
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Devaluation Versus Import Restriction as 
an Instrument for Improving Foreign 
Trade Balance 


Sidney S. Alexander * 


OR ANY COUNTRY or trading area except a very small one, a 

devaluation can generally be expected to bring a decline in the 
foreign price of its exports. If, instead of devaluing, a country should 
achieve the same improvement in its foreign trade balance by a restric- 
tion of imports, whether through a tariff or by quantitative restrictions, 
the foreign price of its exports would not fall significantly.1 Conse- 
quently, the value of exports and imports that must be sacrificed in 
order to achieve a given improvement in the foreign balance through 
devaluation exceeds, for such a country or trading area, the value of 
the imports that must be sacrificed in order to achieve an equal im- 
provement of the foreign balance through import restriction or a tariff. 
If, then, the welfare value of a dollar’s worth ? of imports is equal to 
the welfare value of a dollar’s worth of exports, it costs the country 
less to use import restriction rather than devaluation as an instrument 
for improving the foreign balance, subject to the qualifications men- 
tioned below. 

When import restrictions are already in force, the domestic value 
for welfare purposes of imports worth one dollar in the foreign market 
will be greater than the domestic value for welfare purposes of exports 
worth one dollar in the foreign market, say c times as great. It would 
then pay to restrict imports further only as long as c is less than the 
rate at which exports can be exchanged for imports on the margin in 


foreign markets. That rate is equal to 2 where e, the elasticity of 


*Mr. Alexander, Assistant Chief of the Statistics Division, is a graduate of 
Harvard College and the Harvard Graduate School. He was formerly Assistant 
Professor of Economics at Harvard College, and during the war was connected 
with the Office of Strategic Services. He has been consultant to the US. Treasury 
Department, U.S. State Department, Economic Cooperation Administration, and 
US. Department of Defense. 

1If the country’s imports significantly influenced other countries’ demand 
for the country’s exports, there would be a tendency for import restrictions to 
lower the price of exports. Even in this case, however, it can be shown that the 
conclusion of this paper, as expressed in its Proposition (p. 387), is valid. 

2 Throughout this paper it is assumed that the dollar is the foreign currency 
involved so that the word “dollar” may be substituted for the more awkward 
expression “unit of foreign currency” which would otherwise be appropriate. 
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trade, is defined as the ratio of the marginal to the average terms of 
trade. It accordingly pays to restrict imports rather than to devalue 


as long as e<t 


If, on the contrary, o>, that is, if the domestic value for welfare 


purposes of a dollar’s worth of imports is greater than the domestic 
value for welfare purposes of the exports that must be given up at the 
margin in order to obtain a dollar’s worth of imports, then it pays to 
devalue rather than to restrict imports further. Therefore, whether 


or not c is greater than 2 is the criterion of whether it is more desir- 


able, from the viewpoint of the country concerned, to devalue or to 
restrict imports when an improvement in the foreign balance is required. 

From the point of view of the rest of the world it is, however, better 
if the country concerned achieves any specified improvement in its 
foreign balance by devaluation rather than by import restriction. The 
assumption is made throughout this analysis that other countries will 
not retaliate, or at least that any retaliation to a given change in the 
foreign balance of the country concerned will be the same in form and 
extent whether devaluation or import restriction is used. When an im- 
provement in the foreign balance is required, the final choice between 
import restriction and devaluation must, moreover, depend on many 
factors in addition to the trading advantage the country can gain. Such 
factors as international agreements to avoid restrictions, the desire to 
maintain stable exchange rates, the political power of groups with 
special interests, the greater difficulty of making necessary readjust- 
ments when one instrument is used rather than the other, the different 
impact on domestic prices and incomes, all affect the choice. The pres- 
ent paper attempts no contribution to the discussion of these problems, 
nor does it take into account the weight of these considerations on one 
side or the other. Its purpose is to assess the desirability, for the de- 
valuing country, of devaluation, compared with restriction, as an in- 
strument for improving the trade balance. It merely considers the 
relative welfare cost of the two instruments for improving the foreign 
balance * from the point of view of the country’s getting the greatest 
trading advantage out of its foreign trade. Consequently, when in this 
paper a country is said to be better off by one method rather than an- 
other, the meaning is that the country gains more from foreign trade by 


3 The term, improvement of foreign trade balance, is taken here to denote an 
increase in the quantity X-M, where X denotes the value of exports and M 
the value of imports. These values will usually be measured in terms of foreign 
currencies. For simplicity, changes in the balance of payments arising from 
other than trade are ignored. 
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one method than by another. Throughout the discussion full employ- 
ment is assumed. In the absence of full employment, radically different 
considerations would govern the choice of instrument for improving 
the foreign balance. 

There are several different types of trade restrictions which have, 
or can have, identical results, not only on the trade balance, but on its 
components, the volumes and prices of imports and exports. In partic- 
ular, a quantitative restriction of imports, a restriction of foreign 
exchange expenditure, a tax on imports, a tax on exports, or a set of 
differential exchange rates for imports and exports can all be used to 
achieve the same effects on foreign trade. In order to simplify the 
discussion, one type of restrictive instrument, namely a restriction of 
foreign exchange expenditure on imports, will be given primary atten- 
tion. It should be borne in mind that, within the scope of this paper, 
any conclusion concerning restriction of imports can be applied to the 
other restrictive instruments. 

The principal disadvantage of devaluation, compared with import 
restriction, is the fact that devaluation can usually be expected to have 
an adverse effect on the foreign price of exports. As a consequence, 
the devaluing country will lose by the devaluation import and export 
goods of greater value than the amount by which the foreign balance 
is improved. Before this relationship is examined in full generality, a 
simplified case will be considered. 


A Simplified Case 


Under certain simplifying assumptions, the improvement of the 
foreign balance brought about by a devaluation is given by the formula * 


dB=kM (€nmat ejea—1) (1) 


where dB is the improvement in the foreign balance, measured in for- 
eign currency; k is the extent of devaluation measured as the propor- 
tion by which the foreign currency value of home currency has fallen; 
M is the predevaluation total value of imports in foreign currency 
(here assumed to be equal to the predevaluation total value of exports) ; 


4Based on a formula attributed to A. P. Lerner, The Economics of Control 
(New York, 1946), p. 378. See also Joan Robinson, “The Foreign Exchanges,” 
Essays in the Theory of Employment (2nd ed., Oxford, 1947), p. 143, fn., re- 
printed in Readings in the Theory of International Trade, H. 8S. Ellis and 
L. Metzler, eds. (Philadelphia, 1949), p. 93, fn. 10. The above formula applies 
equally well to a change in the foreign balance expressed in foreign currency or 
home currency provided M is measured in the appropriate currency. A more 
general formula also presented by Mrs. Robinson applies only to the change in 
the home currency value of the foreign balance. The more general formula 
used in this paper—formula A-12, given in the Appendix—applies to the change 
in the foreign balance measured in foreign currency. 
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€nma is the total elasticity of home import demand;° and éyzqa is the 
total elasticity of foreign export demand.5 

The formula is based on the following assumptions: 

(i) & is small. 

(ii) The domestic supply of export goods is perfectly elastic with 
respect to the domestic price of export goods. 

(iii) The foreign supply of import goods is perfectly elastic with 
respect to the foreign price of import goods. 

(iv) The prices of imports and exports in the devaluing country are 
equal to the corresponding foreign prices converted at the going rate 
of exchange. 


(v) The initial value of imports is equal to the initial value of 
exports.® 

Under these assumptions it may be shown that if the prices of 
imports and exports in the devaluing country can be taken as the meas- 
ure of their value for welfare purposes, the country is better off if it 
restricts imports rather than devaluing unless either enma OF Cfo i8 
infinite, in which case only an infinitesimal devaluation would ever 
be required. 

In this connection the following criterion may be used to determine 
whether a country is better off by one method or another. Assume the 
value of a unit of exports for welfare purposes to be g and of a unit of 
imports to be p. Under simple conditions, g and p may be taken as the 
prices of export and import goods in the home market, though in more 
complicated situations other values of q and p may be used. 

The welfare cost of any particular step taken to improve the foreign 
balance can be expressed as the welfare value of the additional exports 
taken away from domestic consumption, plus the welfare value of the 
reduction of imports, under the assumption that both exports and 
imports are changed so as to contribute to the improvement. Which- 
ever way the trade moves, the welfare cost of a given change in the 
foreign balance involving small changes, dx and dm, in export and 
import volumes, respectively, with signs taken so as to be positive when 
the respective volume increases and negative when it is reduced, can 
be expressed as gdr—pdm. This formula applies to a small movement 
only, since a large change would probably alter the relative welfare 
value per unit of imports and exports. 

If one method of achieving a certain amount of improvement in the 


5So defined as to be positive if a price increase is associated with a reduction 
in the amount that will be bought; see Appendix for definition of total elasticity. 

6 More generally, without making assumption (v), formula (1) would have to 
read: dB =kMenma + kX (€rea — 1) 1’ 

In the analysis from page 385 on, the difference between the costs of the two 
measures depends only on the effect on the foreign export prices, so that (v) 
can be dropped without affecting the generality of the argument. 
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foreign balance brings about changes of dz, and dm, in exports and 
imports, and a second method brings about changes of dz, and dmz, 
the country may be said to be better off using the first method provided 
its welfare cost is less, i.e., provided qdx,—pdm,<qdx.—pdmz. In the 
following examples the assumption will be made that the initial domes- 
tic prices of imports and exports represent their values per unit for 
welfare purposes. Suppose first that ey,g=1 and @rma=1. Then a 
1 per cent devaluation will lead to a 1 per cent decline in the foreign 
price of exports and, since the foreign elasticity of demand is assumed 
to be unity, to a 1 per cent increase in the volume of exports. The de- 
valuation will also lead to a 1 per cent rise in the domestic price of 
imports and therefore, @ama being 1, to a 1 per cent decline in imports. 
The trade balance is accordingly improved by 1 per cent of the value 
of imports as indicated by formula (1). As the cost of this improve- 
ment the country has had to sacrifice the consumption of twice this 
value in import and export goods taken together. Had the country 
merely restricted imports by 1 per cent it would have improved its 
foreign balance as much as it did by the 1 per cent devaluation, and it 
would not have had to give up an additional 1 per cent of exports. 
This is an extreme example because of the elasticities chosen, but 
the principle applies as long as e7za== ©. Thus, if erma=2 and erra=3, 
then a 1 per cent devaluation will, according to (1), improve the foreign 
trade balance by 4 per cent of the predevaluation value of imports. 
This involves a 2 per cent cut in imports and a 3 per cent increase in 
exports. An import restriction of 4 per cent would have an equally 
favorable influence on the trade balance, and exports would not have 
to be increased. The net gain by use of import restrictions is accord- 
ingly 1 per cent of the value of imports or exports. That is, using the 
devaluation instrument, the cost of improvement in the trade balance 
is 2 per cent of the value of imports plus 3 per cent of the value of 
exports; using the import restriction mechanism the cost is 4 per cent 
of the value of imports, and the net gain by use of the latter method 
is the difference, which, by the assumption that the initial value of 
imports equals the initial value of exports, is 1 per cent of either. 
The conclusion that an import restriction which brings about an 
improvement of the foreign balance equal to that brought about by a 
devaluation of proportion k costs less than the devaluation by the 
amount kM is in fact independent of the values of the demand elastici- 
ties as long as assumptions hold for which (1) is valid.? For under 
those assumptions a devaluation in the proportion k will bring about 
an improvement of the foreign balance of KM (€nma+eésea—1) through 


7 Assumption (v) need not hold; see footnote 6. 
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a decline of the value of imports, at predevaluation prices, by kMe@nma, 
and an increase of the value of exports, at predevaluation prices, by 
kKMejoa. These changes will be partially counterbalanced by a fall of 
the foreign price of exports in the proportion k, which explains the 
presence of the —1 in formula (1), so that the import proceeds of pre- 
devaluation exports are reduced by kM through the terms of trade 
deterioration. 

A restriction of expenditure on imports by kM (€nma+eyea—1) will 
achieve the same improvement in the foreign balance. The loss to the 
country through devaluation will be KM (€ama+ésra) in the total value 
of imports and exports, while the loss through restriction of imports 
will be KM (@nma+€fea—1) in the value of imports. The difference, 
kM, represents the loss through the decline of the foreign price of ex- 
ports as a consequence of the devaluation. The import restriction does 
not have this result. Therefore, irrespective of the values of Cama and 
€f2a, 28 long as the conditions required for the validity of (1) are satis- 
fied, a devaluation in the proportion k& will cost the country kM more 
than would an import restriction that would yield an equal improve- 
ment in the foreign balance. 

This reasoning is appropriate to a welfare judgment only if the costs 
concerned measure the welfare values involved. The assumption has 
been made that if given amounts of imports and exports are of equal 
value at predevaluation prices, they are of equal welfare value to the 
country. Suppose this is not so, but that a dollar’s worth of imports is 
deemed by those guiding the country’s affairs to be worth c times as 
much as a dollar’s worth of exports, the dollar prices being the foreign 
prices. Then a restriction of imports by kM (enma+ésea—1) is to be 
valued as costing, in welfare terms, chM (€nma+€y2a—1), while the cost 
of the devaluation is to be rated as chMenma+kKMejog. Then the restric- 
tion of imports is to be preferred only if 


ckM (enmat esea—1) < ChMCpmat+ kM e joa 
or CC fra — C< Cpa 





or c< T provided éy24>1 
ical 





Chad 
Of course, if e72a<1, restriction of imports is always to be preferred, 
for then the more that is exported, the less is obtained for the exports. 
Therefore, no matter how much more valuable imports are than ex- 
ports, a restriction of imports is better than a devaluation which would 
stimulate exports, if a greater volume of exports will bring in smaller 
foreign proceeds. 
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The result of the analysis so far may be interpreted as follows: With 
a given deficit * a restriction of imports by m units would, under the 
assumption of perfectly elastic foreign supply of imports, permit a 
reduction of foreign expenditure by mpm, where pm is the foreign price 
of a unit of imports. Let us assume that m is chosen so that mpmn=$1. 
This would permit a reduction of exports by some quantity, z, since 
there are fewer imports for which payment is to be made out of export 
proceeds. A decrease of x units of exports will reduce export receipts 


in a foreign currency by approximately xp, G- +), an approxima- 
fod 


tion that is valid as long as x is small.® Then, since x is the amount by 
which exports can be reduced so that the reduction of export proceeds 
will just equal the 1 dollar reduction of import expenditures: 





zpe(1—— =$1 or 2P_= 
Crad 1 1 


Crad 


Therefore, the right-hand expression in the last equation indicates 
the value of export goods that could be retained if the value of imports 
were reduced by 1 dollar. Thus, if ¢7,a=2, the expression on the right 
equals 2, which means that for every dollar’s worth of imports restricted, 
2 dollars’ worth of exports can be retained. It is then worth while to 
restrict imports provided a dollar’s worth of imports is worth less than 
2 dollars’ worth of exports. Therefore, if c denotes the ratio of the 
welfare value of a dollar’s worth of imports to the welfare value 
of a dollar’s worth of exports, it is worth restricting imports as long 








as c< : Tr? but it is worth expanding imports and paying for them 


with increased exports as long as c> 





— 

Crad 
So far, a criterion has been established of how large imports and 
exports should be with a given deficit. In order to use this as a criterion 
of choice between a devaluation and a restriction of imports when an 
improvement of the foreign balance is required, the problem need 
merely to be turned around. Assume that the desired improvement in 
the foreign balance were achieved entirely by an import restriction; 


8 See footnote 6. : = 
® This is the familiar relationship: if y is the elasticity of demand, marginal 


revenue equals average revenue multiplied by (1 — 1 ) 
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would that lead to a value of c so large that at a given deficit it would 


pay to expand imports and exports by devaluation, i.e., is c> : 7] | dad 








= 

Cfad 
If that is so, then import restriction has been carried too far and some 
devaluation might have been used. Conversely, if initially the desired 
improvement were achieved by a devaluation, would that lead to a 
value of c so small that ex 
= 


, in which case some import 





Cfad 
restriction plus upward revaluation would be in order? If a satisfactory 





adjustment has been made and c is approximately equal to 2 7? then 


- 
Cfad 
any further improvement of the foreign trade balance might best be 
achieved by a combination of devaluation and import restriction to 
preserve the equality. 

Of course, in actual practice, in addition to the difficulties of apply- 
ing the formula because of ignorance of the elasticity and welfare 
values involved, other considerations are important in governing the 
choice at issue. 





The General Case 


The foregoing considerations are all special examples of a more 
general proposition. In order to formulate that proposition, the elas- 
ticity of trade, e, may be defined as the ratio of the marginal terms of 
trade to the average terms of trade. The elasticity of trade may be 
expressed in terms of the conventional elasticities of foreign demand 
for exports and supply of imports as: 





1— a 

= (2) 
1 = 
+ on 


where €yza is the elasticity of the foreign demand for exports and eyms 
is the elasticity of the foreign supply of imports." Let us, for simplicity 
of expression, refer to prices in terms of foreign currency as dollar prices. 
Then the following general proposition may be advanced: 


10Tt is assumed here that era > 1. 
11 These must be defined as total elasticities (see Appendix). They are so 
defined that the elasticities will normally be positive. 
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Proposition. If a country wishes to improve its foreign trade balance, 
it will be better off, in welfare gained from international trade, if it 
achieves this end by a restriction of imports rather than by a devalua- 
tion, until the restriction is carried to the point where the domestic 
value, for welfare purposes, of a dollar’s worth of import goods in the 


foreign market is equal to 4 times the domestic value, for welfare 


purposes, of a dollar’s worth of export goods in the foreign market. 


This conclusion applies with special force to a very large country or 
area, such as the sterling area or the dollar area taken as a whole. For 
such an area, the foreign supply of imports and the foreign demand 
for exports can be expected to be of low elasticity, so that import 
restriction might be carried quite far before it would pay to devalue. 
For a small country or area, however, it is more likely that foreign 
supply and demand are elastic; if this is so, there is very little terms 
of trade advantage in import restriction. Furthermore, if the foreign 
elasticities are highly elastic, no more than a very small devaluation 
would ever be required. 


Corollary I. If domestic price ratios reflect the relative values of 
import and export goods for welfare purposes, then restriction of im- 
ports is preferable to devaluation as an instrument for improving the 
foreign balance, until restriction is carried to the point where the price 
ratio of export goods to import goods in the home market is e times 
the price ratio of export goods to import goods in the foreign market. 


Formal proof of this proposition and its corollary are given in the 
Appendix. The following explanation is advanced, not as a rigorous 
proof, but as an attempt to indicate the general relationships under- 
lying the proposition. 


The term = can be very simply conceived as the number of dollars’ 


worth of export goods that could be retained if, with a given foreign 
currency deficit, imports were reduced by 1 dollar’s worth, with both 
exports and imports valued at the foreign prices before the restriction. 


Thus, if ig 2, at current prices, a reduction of imports by 1 dollar’s 
worth would permit a reduction of exports by 2 dollars’ worth, with 


an unchanged deficit. In other words, as measures the terms of trade 
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in foreign trade between a dollar’s worth of imports and the number 
of dollars’ worth of exports that must be given for the imports, account 
being taken of the tendency for prices to change when more or less 
exports are offered or imports demanded. 


If c> , a dollar’s worth of imports, even though it requires the 


sacrifice of 2 dollars’ worth of export goods, is more than worth the 
sacrifice because the domestic welfare value of the dollar’s worth of 
imports is greater than the domestic welfare value of = dollars’ worth 
of exports. An expansion of imports is accordingly desirable, and can 
usually be achieved through a devaluation. Therefore, c> implies 
that a devaluation is desirable from welfare considerations. Con- 
versely, e< implies that, at the margin, too great a value of exports 
is being given for each dollar’s worth of imports, and import restrictions 
are in order. Whether c is greater or less than = therefore is the cri- 


terion of whether devaluation or import restriction is in order. 
How far a devaluation should be carried can best be seen by first 
considering how far the import restriction should be carried. As im- 
ports are restricted, the value for welfare purposes of a dollar’s worth 
of import goods can be expected to rise in the restricting country. 
Of course the elasticity of trade will also change as imports are 
restricted, but probably not to a major degree. In any case, import 
restrictions will have been carried far enough when the value for wel- 


fare purposes of a dollar’s worth of imports is + times the value for wel- 


fare purposes of a dollar’s worth of exports, that is, when ext. From 


this point on, any further improvement of the trade balance can best 
be achieved by a combination of devaluation and import restriction. 
For then the welfare cost of devaluation is the same as that of trade 
restriction. 

If the trade restriction is imposed as an ad valorem tariff, and wel- 
fare values are assumed equal to domestic prices, no adjustment of the 
restriction will be required as devaluation is carried on as long as the 
value of e does not change. If the trade restriction takes the form of a 
quantitative restriction of imports, then it would be appropriate to 
adjust these restrictions as the devaluation proceeds so as to preserve 
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the ratio of welfare values of a dollar’s worth of imports to a dollar’s 
worth of export goods at the figure. That is, if import restrictions 


are unchanged and the currency devalued, exports will normally be 
increased and the domestic price of export goods can be expected to 
rise, as can their value for welfare purposes. If e has not changed, 
import restriction will no longer be at the optimum, since after de- 
valuation the welfare value of a dollar’s worth of import goods will 


be less than + times the welfare value of a dollar’s worth of export 


goods. Consequently, whenever it is necessary to devalue from a 
previous optimum position, it is also appropriate to reduce the amount 
of imports permitted. This occurs automatically if the trade restric- 
tion is imposed in the form of an ad valorem tariff. 

The fact that a devaluation unaccompanied by restriction of im- 
ports may have adverse terms of trade effects merely illustrates the 
more general principle that it is always to a country’s advantage to 
restrict imports to the point where the domestic value of a dollar’s 


worth of imports is worth, in welfare terms, times the domestic wel- 
fare value of a dollar’s worth of exports.1? This holds whether or not 


12Tn terms of a a this means that the optimum tariff is, at the ad valorem 
1 


rate, a, % . This formula was first derived, in a slightly 


different a Lm Bickerdike as the basis of a short article in the Economic 
Journal, XV’ r pe 529 ff., but since the presentation in that article was 
hog > Pip pM formula was not published there, but was first published 

Bickerdike’s review of Pigou’s Protective and Preferential Import Duties, in 
the Economic Journal, XVII, 1907, p. 101. The formula’s application was 
further extended and qualified. by Edgeworth, Economic Journal, XVIII, 1908, 
pp. 393 ff., and pp. 541 ff., reprinted in Papers Relating to Political Economy, 
IT (1925) BP 340 ff. The ‘general idea involved, although not the formula, was 
developed y Edgeworth in 1894; cf. Papers, II, p. 39. Further discussion of the 
problem appeared in A. P. Lerner, “The Diagrammatical To of De- 
mand Conditions in International Trade,’ Economica, II (ns.), August 1934, 
pp. 319 ff. and The Economics of Control (New York, 1944), pp. 382-85; N. 
Kaldor, “A Note on Tariffs and the Terms of Trade,” Economica, VII (ns.), 
November 1940, pp. 377 ff.; T. de Scitovsky, “A Reconsideration of the Theory 
of Tariffs,” Review of Economic Studies, IX (1941-42), No. 2, pp. 81 ff. (re- 
printed in Readings in the Theory of International Trade, Philadelphia, 1949) ; 
Joan Robinson, “The Pure Theory of International Trade,” Review of Eco- 
nomic Studies, “XIV (1946-47), No. 2, pp. 98 ff.; R. F. Kahn, “Tariffs and the 
Terms of Trade,” Reviews of Economic Studies, XV (1947-48), No. 1, pp. 14 ff.; 
I.M.D. Little, “Welfare and Tariffs,” Review of Economic Studies, XVI (1948- 
49), No. 2, pp. 65 ff.; J. de V. Graaff, “On Optimum Tariff Structures,” Review 
of Economic Studies, XVII (1949-50), No. 1, pp. 47 ff. 
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the country is trying to improve its foreign balance. If the country 
is not attempting such improvement, it can reduce exports while it is 
restricting imports and so free the domestic resources for the pro- 
duction of goods for home consumption. If the country has not imposed 
the optimum amount of import restriction, and it is faced by the 
necessity of improving its foreign balance, it is better off to impose, 
first, the optimum restriction of imports. Only if the optimum restric- 
tion brings an insufficient improvement in the foreign balance is the 
country well advised to devalue. In that case the deterioration of the 
foreign terms of trade as a result of the devaluation does not carry 
over into the domestic sphere because a dollar’s worth of imports is, 
in the home market, worth more than a dollar’s worth of exports. 
However far the devaluation goes, it does not pay to impose further 
trade restrictions if, at the margin, the domestic welfare value of a 


dollar’s worth of imports is at least + times the domestic welfare value 


of a dollar’s worth of exports. 


These considerations lead to: 
Corollary II. If the value for welfare purposes of a dollar’s worth 
of imports is greater than 2 times the value for welfare purposes of a 


dollar’s worth of exports, the country will gain from devaluation as 
long as devaluation permits a greater volume of imports and exports 
with a given foreign balance. 


The foregoing considerations concerning the relative cost of restric- 
tion and devaluation look entirely to the foreign market; that is, e 
depends on only the foreign elasticities of demand and supply. But 
surely the desirability of restriction or devaluation must in some way 
depend on the domestic, as well as on the foreign, elasticities. This is 
seen to be the case once consideration is given to the question of how 
far an import restriction or devaluation should be carried rather than 
to the question of which method is to be preferred at a particular point. 

It has been shown that an import restriction is to be preferred as 


long as ext. But as import restriction is applied and import goods 


become scarce relative to export goods, the value of c will increase. 
The value of e may also change since the elasticity of foreign supply 
and demand can be expected to vary as the volume of trade changes; 
for simplicity, however, let the assumption be made that the value of 
e remains unchanged over the ranges of trade which will be considered 
here. 
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The rate at which c increases as imports are reduced depends on the 
domestic elasticities, particularly on the elasticity of domestic demand 
for imports. If that demand is highly inelastic, then only a small im- 
port restriction will suffice to increase greatly the price or welfare value 
of a unit of import goods relative to the price or welfare value of a 
unit of export goods. Under such circumstances there is little practical 


advantage in import restrictions even if e<t, for a small import 


restriction will cause so great a rise of c as to lead to e>= . Therefore, 


only a very small restriction is in order, and devaluation appears to be 
the appropriate method of improving the foreign balance. 

Let the term “import goods” be applied to all goods of the sort that 
are imported, whether actually imported or produced domestically. 
Then it may be said that the domestic demand for imports depends 
not only on the domestic demand for import goods but also on the 
domestic supply of import goods. That is, the domestic demand for 
imports at any particular price is equal to the domestic demand for 
import goods at that price minus the domestic production of import 
goods that is forthcoming at that price. If either domestic demand for 
import goods or domestic supply of import goods is highly elastic, the 
domestic demand for imports will be highly elastic and import restric- 
tions may be carried very far before the price or welfare value of 


import goods rises so high that e>t. 


Similar reasoning serves to establish the conclusion that even if c>s 


only a small improvement of welfare cost is to be expected from a 
devaluation if the domestic supply of exports is inelastic. Accordingly, 


even though it is technically correct to say that whether e<t or c>t 


is the criterion as between import restriction and devaluation from 
the point of view of minimizing the welfare cost of imports or exports 
foregone, nevertheless, for practical purposes qualifications may be 
made depending on the domestic elasticities. In particular, even if 


e<s import restriction will not bring any significant benefit if the 


domestic demand for imports is highly inelastic; and even if o>, not 


much welfare gain can be expected from devaluation if the supply 
of exports is inelastic. 
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Qualifications 


Some further general qualifications should be borne in mind in 
assessing the significance of this analysis. 


Less than full employment 


If, in the country concerned, there is unemployment of resources that 
for some reason cannot be dealt with by domestic policies, then de- 
valuation may be more attractive relative to import restriction than 
appears from the foregoing discussion. The relative disadvantage of 
devaluation, when it is at a disadvantage, is that it leads to too cheap 
a price for exports. If additional exports can be produced with re- 
sources that would otherwise be unemployed, or if, in any case, an 
increase in exports will not in either the short or the long run be 
at the expense of domestic consumption or investment, then the low 
price of exports to the foreigner need not be a disadvantage of devalua- 
tion. This situation can be fitted into the above analysis by assigning 
a low welfare value to a unit of exports so that c will be large and, 
presumably, in general o>, indicating the preferability of devaluation 
over restriction. 


Foreign reaction and retaliation 


From an international point of view, it is preferable that countries 
trying to improve their foreign balances do so by means of devaluation 
rather than by trade restriction. A devaluation by one country gen- 
erally offers more advantageous terms of trade to the rest of the world; 
precisely because of this, import restriction may be preferable to de- 
valuation, from the viewpoint of the country’s own self-interest. But 
if all countries restrict imports so that in the end all net foreign pay- 
ment balances are unchanged, all countries will be worse off, while if 
all devalue so that foreign balances are unchanged, all can be expected 
to be at least as well off as before. 

In any situation involving import restrictions (or tariffs), there is 
some pattern of relaxation of the restrictions (possibly involving some 
compensation from one country to another) by which another situation 
can be reached such that every country involved will be better off. For 
this and other reasons, exchange rate adjustment is to be preferred to 
import restriction as a general policy even though under certain cir- 
cumstances outlined above a country can gain more from import 
restriction than from devaluation. 
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Appendix: Formal Proof of Proposition 


The conventional formula for the effect of a devaluation runs in 
terms of total elasticities. Consider a devaluation in the proportion k 
so that 1 unit of home currency, initially worth r units of foreign cur- 
rency, is worth r(1—k) units of foreign currency after the devaluation. 
Further, assume k to be small, and let dm, dz, dp, and dq represent the 
changes brought about in m, z, p, and q by the devaluation, where 
m, x, p, and q denote respectively the predevaluation quantity of im- 
ports, quantity of exports, foreign price of imports, and foreign price 
of exports. Let pn, Qn, dpn, and dq; be respectively the home prices of 
imports and exports and the changes therein associated with the de- 
valuation. 

Then the total elasticities are defined as follows: 


Total Elasticity of Symbol Definition 
Home export supply....... Cree & oh (A-1) 
Foreign export demand..... Croa= — mez 4 (A-2) 
Foreign import supply..... Crne= fn 4 (A-3) 
Home import demand...... Chma= — om ee (A-4) 


It is assumed, while considering the devaluation, that home prices of 
imports and exports equal the corresponding foreign prices converted 
at the going rate of exchange.’ Accordingly: 


p=par and p+dp= (p,+dp,)r(1—k) 


or, if k is small so that k—— ah can be neglected, a s -2 =k (A-5) 
h 


Similarly, from the corresponding relationships involving q, 
. (A-6) 
Qn q 


The change in the foreign balance in foreign currency is given 
approximately by 


dB = (qdx+2dq) — (pdm+mdp) (A-7) 
The terms at the right of the equality sign in (A-7) can, by use of the 


1¥or the purposes of the proof which follows, it would be sufficient for home 
prices to be proportional to foreign prices. 
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definitions of the elasticities and of relations (A-5) and (A-6), be 
expressed in terms of the elasticities and k. 





Thus 

dq Chas 

. — a. A- 
qd Coa + Cros (4-8) 
dx _ CtoaPhas 
i ‘ Cra t Cazes alias 
dp Chma 

— = —k ————_ A-1 
p Cnma t+ Cfms — 
dm CsmsChma 

—_—_ -—;, -11 
m “ €fms + Cama tie ) 

Substituting these values in (A-7) and setting X=2rq, M=mp, 
dB=k{ x Cnzs (Cjoa— 1) 4M Pima (Cpme + 1) (A-12)? 


Cra t Craze Cnma + fms 
Note that if X=M, and if enre=Csms= ©, 


dB=KM (ey2a+ €nma—1), the Lerner-Robinson formula. (A-13) 


Suppose an import restriction is imposed, of proportion j, such that 
after the restriction the expenditure of foreign currency on imports is 
M(1—j). Let a value be chosen for j such that the reduction of foreign 
currency expenditure on imports equals the improvement of the foreign 
balance brought about by the devaluation previously considered, i.e., 


jM=dB (A-14) 


Let the changes in quantities and prices which result from the im- 
port restriction be denoted by subscript 2, and the changes resulting 
from devaluation be denoted by subscript 1. The new, restricted, value 
of imports in foreign currency will equal the new amount of imports 
multiplied by the new foreign price of imports: 


M (1—j) = (m+dmz,) (p+ dps) (A-15) 
If mp is substituted for M in (A-15), and if dm.-dp. may be ignored 


—j= ADs + dit, 

p m 
Now assume that the same elasticities that governed the price and 
quantity relationships in the case of devaluation also apply to changes 


(A-16) 


2The derivation of (A-12) follows that presented by Mrs. Robinson, op. cit., 
p. 142, fn. (Blakiston, p. 91, fn.), except that (A-12) applies to the foreign balance 
measured in foreign currencies while Mrs. Robinson’s formula applies to the 
foreign balance measured in domestic currency. 
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in prices and quantities brought about by a restriction of imports. Of 
course, when imports are restricted the domestic demand for imports 
will no longer be satisfied at a price equal to the foreign price converted 
to domestic currency at the going rate of exchange. Definition (A-4) 
may accordingly be ignored, and equation (A-10) may be dropped and 
for it may be substituted the equation expressing the import restriction 
(A-14). 
By use of definition (A-3) in (A-16) 


Cfms 
1+ jms 


Since j has been chosen so that the improvement of the foreign balance 
is the same as that resulting from a specified devaluation in the pro- 
portion k, (A-14) and (A-17) can be combined to get 


dm.=—jm 





(A-17) 


—pdm,=dB ‘to (A-18) 


This can be considered as the cost of the import restriction to the 
restricting country. In order to obtain an improvement of dB dollars 
in the py gp value of the foreign balance, the country must 


give up dB 





I = dollars’ worth of imports; if devaluation is used as 
‘fms 


the instrument for improving the foreign balance, the country must 
give up —pdm, dollars’ worth of imports and gdz, dollars’ worth of 
exports. From (A-9) and (A-11) 


_ _ C¢meCama " 
pdm,=kM —e (A-19) 
and 
naa Cfadehazs i 
qdz,=kX “alee (A-20) 


Assume that, for welfare purposes, a dollar’s worth of imports is worth 
c times as much as a dollar’s worth of exports. Then if the cost, in 
welfare terms, of the devaluation is denoted as C;, and of the import 
restriction as C2, 


” = is Crrd@nes CsmsPnma i 
C1=qdx,—cpdm,=kxX ari +ckM "ea tie (A-21) 


iis - _ Sfms _ mu 
C.= —cpdm,=cdB ———_ a (A-22) 
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Then if in (A-22) the value of dB from (A-12) is substituted, 
C.=ck { xX Cnas(€s2a— 1) 4M Mr Lhmalerme + 1) }; om 





eae Croat Chas Cama t+ Cyms + Cys 
erefore, 
_o.=hx (—2ne ” fests , 
slain ( Chas t+ Cfad ) [ere 1+ Cims oy 


Since all the elasticities are defined so as to be normally positive, C, 
will normally be greater than C. provided the term within the brackets 
is positive. That term will be positive as long as 





1+ 
c> ——™ (A-24) 
1 
Sn 
Coa 
By definition of the elasticity of trade 
_dm / 4 
= ° (A-25) 


where dm and dz are subject to the constraint of a fixed foreign balance 
so that 


qdx+adq=pdm+mdp (A-26) 


and the variation of p and m is restricted by the foreign supply function 
for imports, and the variation of g and z is restricted by the foreign 
demand function for exports. 

From (A-26), 





de (q+22) -am (p+m 22) (A-27) 
Therefore, . 
xdq 1 
1+ — a mene 
e= qdx Cfad (A-28) 
re ere 
pdm Cfme 


Accordingly, (A-24) and (A-28) indicate that the condition that a 
restriction of imports would cost less, in welfare terms, than a devalua- 


tion bringing an equal improvement in the foreign balance is c< 4 . 
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Price Elasticities of Demand for Individual 
Commodities Imported into the 
United States 


Barend A. de Vries * 


HE ESTIMATES of price elasticities in international trade which 

have so far been published have been derived mostly by applying 
correlation techniques. The application of these techniques is subject 
to a number of disadvantages: An alternative method of approach, 
which may be of particular significance, is to determine elasticities 
from the long-run effects to be expected from tariff changes, based on 
a study of the characteristics of demand and supply in the markets of 
individual commodities. 

The estimates prepared in 1945 by the US. Tariff Commission,” of 
the effects of a 50 per cent reduction and of a 50 per cent increase in 
the 1939 US. tariff rates on the postwar volume and value of US. 
imports of individual commodities, provide a large volume of material 
for calculating estimates of the price elasticities of demand for the 
most important dutiable commodities imported into the United States. 
The reliability of the estimates of elasticity is, of course, completely 
dependent upon the reasonableness of the Tariff Commission’s esti- 
mates. The elasticity estimates are, in effect, a translation of the 
Tariff Commission estimates into a different language, and no inde- 
pendent validity can be claimed for them. While the Tariff Com- 
mission’s estimates were made in 1945 and were based on the expected 
long-run effects under conditions expected to prevail during 1951-55, 
their reasonableness cannot be fairly judged by comparing the estimates 
for values of imports with the figures actually recorded in these years. 
Both income and prices rose by far more than the Tariff Commission 


* Mr. de Vries, economist in the Trade and Payments Division, was educated 
at the University of Utrecht, the University of Chicago, and the Massachusetts 
Institute of Technology. He was formerly a member of the staff of the Cowles 
Commission. 

1For a discussion of these disadvantages, see Guy H. Orcutt, “Measurement 
of Price Elasticities in International Trade,” The Review of Economics and 
Statistics, May 1950 (Vol. XXXII, No. 2). Methods of computation, other than 
by linear correlation, have also been discussed by Arnold C. Harberger, Empirical 
Determination of the Elasticity of Demand for Imports, Cowles Commission 
Discussion Paper, Economics 267, July 20, 1949. 

2 Post War Imports and Domestic Production of Major Commodities (79th 
Congress, First Session, 1945). 
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assumed, and the 1939 tariff was itself changed, in a manner different 
from that assumed in the Tariff Commission study. Furthermore, even 
if prices, income, and the tariff had been as assumed by the Tariff 
Commission, the actual figures would not test the reliability of the 
estimates, since changes have also occurred in many other factors, 
which have affected the demand for imports. 

The estimates of the price elasticity of demand for 176 individual 
commodities imported into the United States, derived from the Tariff 
Commission study by the method described below, varied greatly for 
the different commodities. The average of these elasticities was ap- 
proximately 2.5, which is significantly higher than the estimates made 
by several writers who have used correlation techniques. The average 
elasticity of demand for manufactured and semimanufactured com- 
modities imported into the United States from a number of industrial 
countries tends to be higher than the average of approximately 2.5 
for all the 176 commodities considered in this paper; while the elastici- 
ties for a number of raw material imports are, in general, below this 
average. The magnitude of the price elasticity of import demand for 
a commodity appears also to be inversely related to the percentage 
share of total U.S. consumption of the commodity which is supplied 
by imports. 


Method of Derivation 


In 1945 the U.S. Tariff Commission was asked to estimate for the 
long-run postwar period the effects on the quantity and value of US. 
imports which might be expected to follow a 50 per cent reduction or 
a 50 per cent increase in the duties imposed on some 450 commodities, 
the 1939 or expected postwar imports of each of which exceeded 
$100,000. The Tariff Commission assigned each commodity or each 
group of related commodities to an expert familiar with the characteris- 
tics of its demand and supply. The estimates prepared by these experts 
were made under the assumption that normal conditions would be 
returning during 1951-55, and that the per capita money income of 
the United States would then be 75 per cent higher than in 1939. The 
US. prices for the commodities selected were in most cases assumed 
to be approximately 13 per cent higher than in 1939, although in cer- 
tain cases a deviation from this assumption was accepted as necessary. 
The relations between general price and cost levels in the different 


8 The Tariff Commission also prepared separate estimates under the assump- 
tion that the per capita income during the long-run postwar period would be 
equal to that in 1939. In this paper no elasticities computed from estimates 
based on this assumption are presented, since it has proved to be more unrea- 
listic than that of a 75 per cent higher per capita income. 
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countries of the world during 1951-55 were assumed to be about the 
same as in 1939. If, however, technical, industrial, or other changes 
were known to have affected materially the competitive positions of 
particular foreign and domestic commodities, the changes were taken 
into account in the estimations. 

Since, for the purpose of its study, the Tariff Commission assumed 
that the tariff changes would be universal and permanent, the estimates 
for each commodity were necessarily made after taking into account 
the effect upon that commodity of any changes in the prices of other 
commodities resulting from the universal changes in tariffs. For this 
reason, these estimates may be compared with estimates of the effects 
of a noncompetitive appreciation or depreciation against the dollar, 
which would similarly affect the prices of all imported commodities. 
A universal and equal proportionate change in tariffs, however, would 
not have exactly the same effects as a universal and uniform apprecia- 
tion or depreciation against the dollar, since the existing US. tariff 
rates differ considerably for different commodities. 

Since the tariff changes under consideration were assumed to be 
permanent, the Tariff Commission’s estimates allow for both shifts in 
sources of supply and adjustments on the demand side resulting from 
changes in price differentials. The elasticities implicit in the Tariff 
Commission’s estimates are, therefore, long-run elasticities. 

It was generally assumed that the share of total U.S. consumption 
supplied from abroad would remain constant with a rise in per capita 
income. This assumption was examined separately for each com- 
modity, however, and allowance was made for the behavior of luxuries, 
the effect of a simultaneous rise in incomes abroad, and the effects of 
the wartime depletion of certain U.S. resources and of the development 
of new domestic industries. 

From the data in the Tariff Commission study, three points on 
the demand schedule for U.S. imports that is implicit in the Tariff 
Commission’s estimates can be determined for each commodity. The 
method of derivation is indicated in Chart 1 below and explained in 
detail in the Appendix. In Chart 1, Dg is the (unknown) import de- 
mand schedule of U.S. consumers for a certain commodity at a certain 
per capita money income level, say 75 per cent above that of 1939. 
D, is the same demand schedule as it appears to the foreign seller who 
receives for his goods the price paid by the U.S. consumer minus the 
duty imposed under the 1939 tariff. A particular reduction in the tariff 
shifts D) upward by a known percentage to D,, between Dy and Dg, 
and an increase in the tariff shifts D) downward to D,. The schedules 
Da, Do, D1, Dz are not known, and the problem is to derive certain 
points on the curve D, from the estimates given by the Tariff Com- 
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mission. The Tariff Commission study gives estimates for the points 
C, B, and A for each commodity, that is to say, estimates of both 
quantity and price for each of the commodities that would be imported 
under the 1939 tariff, under a tariff 50 per cent lower, and under a tariff 
50 per cent higher. The three points are located on the same supply 
schedule. From the known relationships between the unknown curves 
D, and Do, and Dz and Do, one can derive from the point A on D, 
a point A’ through which D, has to pass; and from B, which must be 


Cuart 1. 
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on D., a second point B’ through which D, must also pass. B’, C, and 
A’ are then three points on Do, the demand curve as it appears to the 
foreign seller, i.e., after allowing for the 1939 tariff, which is implied 
by the Tariff Commission’s estimates. From these points the elastici- 
ties of a curve of constant elasticity either through B’ and C or through 
C and A’ can be determined. For each commodity considered here, 
two elasticities have been computed, one based on the estimated effect 
of a 50 per cent tariff reduction, i.e., derived from the points C and A’, 
the other based on the estimated effect of a 50 per cent tariff increase, 
i.e., derived from the points B’ and C. 
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In certain cases the Tariff Commission study gave estimates for a 
group of closely related commodities rather than for a single com- 
modity. Such groups consist of items of various qualities, and a tariff 
reduction even of ad valorem duties might have a greater effect on the 
lower priced than on the more expensive items. The estimates of price 
before and after the tariff reduction (or increase) are in these cases 
averages of the prices of the commodities in the group, weighted by 
their volumes of imports. If a tariff reduction were to affect the volume 
of imports of the cheaper commodities more than those of the more 
expensive ones, the foreign price as estimated by the Tariff Commission 
after the tariff reduction will be lower than the price before the re- 
duction. Account has been taken of this price effect in deriving the 
estimates of the elasticities of the demand schedules for the group. 


Price Elasticities of U.S. Imports 


This method of deriving price elasticities from the Tariff Commis- 
sion’s estimates has been applied to 176 commodities, of which the 
foreign value of imports into the United States in 1939 amounted in 
most cases to more than $500,000. The results are summarized in 
Table 1. The total value of the imports of these 176 commodities in 
1939 amounted to $668.7 million, or 29.4 per cent of the total value 
($2,276 million) of U.S. imports in 1939, and 67.3 per cent of the value 
of imports of all dutiable commodities studied by the Tariff Commission 
($994 million). 

The estimates of price elasticity thus obtained range from 0 to 
—21.1, and for many commodities there are also large differences be- 
tween ¢é,, the elasticity implicit in the estimate of the volume of imports 
following a 50 per cent reduction in the 1939 tariff, and e,, which is 
similarly related to a 50 per cent increase in the tariff. The averages 
of the elasticities, weighted by the values of the 1939 imports of the 
commodities into the United States, are é,=2.23 and é,=2.74. 

The raw materials included in these calculations have elasticities 
which tend to be considerably lower than the average for all 176 com- 
modities. The commodities studied include 27 raw materials. The 


4The list of these commodities is as follows (the number in Table 1 is indi- 
cated in parentheses): monosodium glutamate (1); tonka beans (16); paraffin 
wax (17); fats and oils (18); manganese ore and tungsten (30-32); lead, zinc, 
and copper (46, 47, 49); unstemmed cigarette leaf and tobacco for cigar fillers 
(56, 57); rice (70); by-product feeds (71); dates (72); coconuts (80); beans 
(84); cocoa (93); raw cotton, long staple (97); hard fiber rope (117); burlap 
(118); jute bags and bagging (124, 125); raw wool (130); rayon yarn (144); 
furs (161); and sponges (174). The main countries of origin of these imports 
are: Argentina, Australia, Bolivia, Brazil, Chile, China, Cuba, Egypt, Greece, 
India, Indonesia, Japan, Mexico, Peru, Philippines, South Africa, and Turkey. 
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weighted averages of the estimated elasticities for these raw material 
imports are é,=.80 and é,=1.62. 

The elasticities of demand for finished manufactures are on the 
average considerably higher than those for raw materials. This is 
illustrated by the average elasticities for the major imports from the 
United Kingdom. The imports from the United Kingdom of 21 of 
the commodities listed in Table 1 account for 52 per cent of total 
US. imports from the United Kingdom in 1939.5 The average elastici- 
ties for these commodities, weighted by their 1939 values of US. 
imports from the United Kingdom, are é,=3.12 and é.=2.43. These 
averages are affected considerably by the relatively low elasticity of 
whiskey, estimated at approximately 1, and the fact that the 1939 
value of U.S. whiskey imports from the United Kingdom is 43 per cent 
of that of the selected group of 21 commodities. The unusually low 
elasticity of demand for whiskey is partly a consequence of the US. 
internal revenue tax, which is so high that even if a large reduction is 
made in the per unit foreign price of whiskey, the reduction in the 
final price to U.S. consumers is relatively much smaller. Roughly, a 
20 per cent reduction in the foreign price produces only a 10 per cent 
reduction in the domestic price. For this reason, whiskey may be 
regarded as a special case. The average elasticities for the other com- 
modities, excluding whiskey, weighted by the 1939 values of their U.S. 
imports from the United Kingdom, are é,=4.80 and é,=3.55. 

Computation of the average elasticities for commodities which are 
imported by the United States from industrial countries other than 
the United Kingdom may be based on commodities, listed in Table 1, 
which are imported from the 13 Continental ERP countries. For this 
purpose, these imports have been classified in commodity groups, for 
which a number of the commodities listed in the table may be con- 
sidered representative. The elasticities, e, and é2, for such a group 
were estimated by taking the average of the elasticities of the repre- 
sentative commodities in the group, weighted by the 1939 values of 
the imports into the United States of each commodity. The average 


5 These 21 commodities are the following (their numbers in Table 1 are indi- 
cated in parentheses): kaolin (21); pottery, tableware (23); mustard, prepared 
(96); whiskey (100); cotton yarn (105); cotton cloth (107) ; flax yarns (116); 
coarse linens (119); "towels (120) ; miscellaneous flax fabrics and manufactures 
(121); plain linen handkerchiefs (123) ; wool waste (131); wool rags and shoddy 
(132); woolens and worsteds (135) ; wool hosiery (136); wool knit outerwear 
(137); wool wearing apparel (138); rayon staple fiber (145) ; books (156); lace 
(165); and leather (169). 

6 For certain commodity groups, no representative commodities can be found 
among those listed in Table 1. The proportion of total imports from the ERP 
countries, which is accounted for by the groups for which there are representa- 
tive commodities, is indicated in Table 2, column 3. 
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elasticities of U.S. demand for imports from the Continental ERP coun- 
tries were then computed as the averages of the estimates for the com- 
modity groups of which these imports were composed, weighted for 
each country by the value of the 1948 imports of these groups from the 
country concerned into the United States. The results are presented in 
Table 2. Belgium, Denmark, France, and Italy are the countries for 
which the percentage of imports covered is relatively high, and for 
which the estimates of the average elasticities exceed the weighted 
averages for all 176 commodities (€,=2.23 and é,.=2.74) ; the estimated 


Taste 2. AveRAGE Price Exasticities or Demanp For US. Imports 
FrRoM 13 ERP Countries 











Average Price Elasticity Percentage of Total Value 
Determined from the of Imports into the United 
Effects of a Tariff States in 1939, for Which 
c sa \ the Elasticities are 
Reduction Increase Representative 
q) (2) (3) 
INMISRIA ascend osconesiesic 4.60 2.42 10.3 
Belgium-Luxembourg ..... 3.40 3.29 33.7 
DeBMARE oosiicccsccscccces 4.29 497 813 
MERCER ~ ss aveiinaenicerec cn kiers 462 451 45.1 
GHECES) cocd8s cs ccvewesnonas 1.02 0.62 50.8 
WeCIAHE os. saicsicsivesdnccsicus 1.25 2.21 37.2 
WCIDEE oie ssi sides see Vewwes 1.28 1.14 13.1 
RAN oye cisiccineny oeisecee meres 3.35 3.30 57.9 
Netherlands .............. 6.39 5.70 276 
NWO a: 62d: 6diereraracverereitease 161 1.89 49.2 
POMUGAL diiccsscccsncsawes 183 2.57 35.7 
Switzerland ............... 1.79 1.94 73.1 
WRUTHOY, sescacdcrcwiecice ears 1.36 0.81 78.5 





average elasticities were highest for the Netherlands, but the per- 
centage of imports covered is relatively low. 

The elasticities of U.S. import demand for the products of individual 
countries computed by this method cannot reflect the effects of any 
change in the export price of one country relative to that of a compet- 
ing exporter. The use of this method is based on the assumption that 
changes in the US. prices of imports in response to a tariff change are 
independent of their country of origin. 


Relation between the Magnitude of the Elasticities and Other Factors 


The difference between the two estimates, e, and é2, of the price elas- 
ticities of demand for a commodity has an implication for the effect 
of a price decrease on the quantity sold. The hypothesis is sometimes 
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accepted that the reaction of the quantity sold to a change in price is 
more intense the larger the price change.” In particular, a percentage 
price decrease results in a percentage increase in the quantity sold, 
and the larger the percentage price decrease the larger, relative to this 
price decrease, is the increase in the quantity sold. It can easily be seen 
that this holds true if e,>e.. In this connection it should be borne in 
mind that these price elasticities are long-run elasticities, i.e., derived 
from a demand curve which reflects the quantities demanded, at the 
prices in the relevant range, after the long-run adjustments made sub- 
sequent to the change in tariff are assumed to have taken place. There- 
fore, if the average elasticities are such that @,>é2, it follows that the 
above hypothesis holds true for a majority of the imports. Although 
€, exceeds e, for some commodities,® the opposite is true for most com- 
modities. The difference between é,=2.23 and é,=2.74 is statistically 
significant,® so that on the basis of the estimates which have been cal- 
culated it appears that é,<é,. Therefore, it seems reasonable to say 
that whether or not the above hypothesis (i.e., that the reaction of the 
quantity sold to a change in price is more intense the larger the price 
increase) holds depends on the type of commodity, and that for a 
substantial number of commodities imported into the United States, it 
is false. 

For most of the 176 commodities, the Tariff Commission estimated 
the postwar percentage share of total consumption which was supplied 
by imports. These shares, recorded in column 4 of Table 1, allowed 
for the structural shifts which had taken place since the prewar years. 
The average of the shares, weighted by the 1939 value of imports of 
the commodities, is 27 per cent. The calculations are in some cases 
based on arbitrary definitions of “commodity” and “market,” since 


7If the points C, A’, and B’ on the demand curve D,» in Chart 1 are indicated 


by the coordinates (po, qo), (po, qi), and (po”, ge), respectively, then e:> e: 
means that 


log gi — log go log go — log q2 
log po — log po’ ~ log po” — log po 
from which it follows directly that 





log q: — log qa > log q: — log qo 
log po” — log po’ ~ log po — log po’ 


which expresses the hypothesis referred to in the text. 

8 Among the commodities for which e:> a are pottery, tableware (23), sugar 
candy (55), woolens and worsteds (135), wool knit outerwear (137), and silk 
wearing apparel (143). 

®To test the statistical significance of the difference between these averages, 


and of those subsequently defined, a t-test was designed with 98 per cent 
probability. 











Se ae 





PRICE ELASTICITIES OF DEMAND FOR COMMODITIES 413 


the commodity classification used by the Tariff Commission follows 
that of the tariff law. Despite this fact, it is economically meaningful 
to make a broad distinction between the commodities for which this 
percentage is less than the average, 27, and those for which it exceeds 
the average. The weighted averages of the elasticities for the com- 
modities in the former group are é,=3.13 and é.=3.64; for the latter 
they are é,=1.77 and é.=2.33. The differences between the two aver- 
ages are in both cases statistically significant. Thus it appears that 
commodities whose imports supply a relatively large share of the US. 
market tend to have a relatively low elasticity of import demand; while 
commodities whose imports supply a relatively small share of the 
market have relatively high elasticities. 

From these estimates, no clear relation emerges between the price 
elasticity of import demand for a commodity and the height of the 
tariff imposed on it. The weighted average of the 1939 tariff as a 
percentage of the 1939 prices of the commodities considered (see 
column 1 of Table 1) is 39. The weighted average of the elasticities 
derived from the estimated effects of a tariff reduction is 2.90 for 
commodities upon which the tariff was less than 39 per cent, and 
2.42 for commodities upon which the tariff exceeded that level. The 
difference between these averages does not appear to be statistically 
significant. On the other hand, similar averages derived from the 
estimated effects of a tariff increase are 3.89 and 2.36, respectively; 
the difference between these two averages appears to be statistically 
significant. It seems therefore that on the basis of both groups of 
estimates no definite conclusion can be established regarding a rela- 
tionship between the magnitudes of the elasticities and the tariffs on 
individual commodities. 


Appendix: Method of Derivation 


The commodities examined by the Tariff Commission may be divided 
into two categories: (1) those which have a perfectly elastic supply 
curve, and (2) those whose foreign price rises with the volume of 
imports. In each category some commodities are treated separately, 
and others are grouped with closely related items of various qualities, 
the weighted foreign price of which varies inversely with the volume 
of imports. 

The simplest case of an infinitely elastic supply is depicted in 
Chart 2; the tariff is assumed to be ad valorem. The changes in US. 
demand for a certain commodity associated with variations of the 
duty paid price in the relevant range are represented by Dz; the 
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schedule D, is not known. From Dg, a schedule Dy can be derived giv- 
ing the changes in quantities demanded when the per unit foreign value 
varies and the 1939 ad valorem tariff rate is r. We have, for each 
quantity, 


Do(q) *[1+7] =Da(q) (1) 


CuHart 2. 
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or (see Chart 2) 
Po: (1+7] =Pa (2) 


Similarly, D, and D, can be derived from Dg when the tariff rate is 
50 per cent lower and higher respectively than 7, so that in Chart 2 


Po[1+7] =P,[1+4r] =P2[1+$7] =Pa (3) 


If the foreign supply price (f.0.b.) is Po, a 50 per cent tariff reduction 
will shift the quantity demanded to q,; a 50 per cent tariff increase will 
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affect a shift from g) to qg2. Since the supply is infinitely elastic, 
Do(qo) =D,(q:) =D.(q2) =P, (4) 


In this case the Tariff Commission study gives estimates for (Po, qo), 
(Po, G1), and (Po, gz). The desire is to determine 


P,! = D,(q:) 
and 
Py" =D, (q2) 


from (4) and (3) which can be written more generally: 

















Do(q) _ 1+47 
Ds(q) 1+ _ 
D,(q) = 1+$r 
D:(q) I++ = 
Thus 
Po =Do(qn) = >*2* D,(q,) = (1-8) Pa (6) 
where 
- aa (7) 
and similarly 
mn D 1+ $r 
0” =Do(q2) = I+? D,(q2) = (1+8) P, (8) 


The point elasticity at each point of a curve of constant elasticity 
passed through the points (Po, qo) and (Po’, gi) on Dy is 


_ log gi—log qo 
*™ log Po’ —log Po 


and similarly for the points (P,”, gz) and (Po, qo) on Do 


_ _logg.—log q 
“= "log Po” —log Po () 


If instead of an ad valorem tariff the duty is specific, formulae (6) 
and (8) become simply 





(9a) 





P,’=Po—3t (10) 
0” =Pyo+4t (11) 
where ¢ is the duty per unit of quantity levied before the tariff change. 
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It is not necessary that the supply curve be perfectly elastic in order 
to have a case in which a tariff change does not affect the foreign price. 
A very elastic demand for the commodity in third countries may cause 
the change in foreign price due to the tariff change to be negligible. 

In general, a tariff change will cause a larger change in the foreign 
price the less elastic are the supply and demand abroad. Thus a tariff 
reduction of 50 per cent may lead to an increase of the foreign price 
to P, and of the quantity demanded to q, (see Chart 1). In such cases 
the Tariff Commission Study gives the estimates P;, q; (t=0, 1, 2). 
Formulae (6) and (8) then become 


P,’=(1—8)P, (12) 
P,” = (14+8)P, (13) 
if the tariff is ad valorem; 
and 
Po’ =P,—4t (14) 
Py’ =P.+3t (15) 


if the tariff is specific. The elasticities are expressed by (9a) with P)’ 
substituted from (12) or (14), and by (9b) with P,” substituted from 
(13) or (15). 

Commodities subject to a duty, partly specific and partly ad valorem, 
were treated as if the duty were ad valorem. The +r used was the 
ad valorem equivalent of the duty in terms of the per unit foreign 
value, which was determined by the Tariff Commission for the actual 
1939 values. If in the Tariff Commission estimates the foreign price 
was different from that in 1939, 7 was adjusted accordingly. 

This adjustment assumes that the tariff is specific and that the com- 
position of a heterogeneous commodity group would not change, so 
that a higher foreign price implies a proportionally lower percentage 
ad valorem equivalent. Since the tariff is in fact mixed, there will be a 
slight upward bias in the estimated elasticities of demand for com- 
modities subject to it. 

A second upward bias seems likely to be more important. When a 
mixed tariff is treated as ad valorem with r as the percentage of P,, 
the price decrease connected with a 50 per cent tariff reduction is 
underestimated and the elasticity which is thus derived is correspond- 
ingly overestimated. This bias may partly explain why the averages of 
the elasticities for commodities subject to mixed tariffs are higher than 
those for other commodities. In judging the significance of this bias 
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for the average of the elasticities of all commodities, allowance should 
be made for the fact that the 1939 values of imports into the United 
States of the selected commodities with mixed tariffs represent only 
11 per cent of the total imports of all 176 commodities. 

In many cases a tariff reduction will lead to a decrease instead of an 
increase of the per unit foreign value. After a tariff reduction, demand 
may be increased more for the cheaper qualities in a group of related 
commodities than for the more expensive ones. This is often so if the 
duty is specific. 
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Suppose, for instance, that each of two commodities, A and B, has a 
horizontal supply schedule S, and S,. In Chart 3, Dao, Dai, Doo, and 
Dy, correspond to Dy and D, in Chart 1; the first was the demand 
schedule before, and the second the schedule after, the tariff cut. In 
this case the Tariff Commission study would give (see Chart 3) 


a0 + Yoo = Qo 
Qat+Qu=Q 
and the weighted prices 
PoQaot+PoQv0 =P 
do 
and 
PogatPoQ1 =P, 


qi 











418 IMF STAFF PAPERS 


If B is the cheaper commodity, so that P,< Pa, then the tariff reduction 
would decrease the per unit foreign value (Pi1<Po), if 


Gor. Goo. 
a° + 


This will be so if the demand for B is more elastic than the demand 
for A. 
Let 


(16) 


Ag Po Ada Pa 
dd AP, qa AP, 


According to (6) and (7), 


AP g= Dao (Gai) — Dao (Gav) = (1—8) Pa— Pa= —8Pa 
and similarly 





(17) 


AP, = —8Pp 
so that 





This reduces (17) to 


Qvi— Yoo > Qai — Qao 
4$(Qv1+Qv0) 4$(Qa1+ Gao) 


which can be simplified to 





Q01Qa0> Qv0Qar 
or 


Q01Qa0 + G1Q00 > WoGa1 + 01900 
or 
Qv1Qo> Q00Q1 
which is the same as (16). 


In measuring the elasticity of demand in this case, the supply of 
each commodity is assumed to be perfectly elastic and the effect of a 
relative increase in demand for cheaper commodities in the group is 
taken into account. If the duty is ad valorem, the foreign value of 
imports, after a 50 per cent reduction in the tariff (see 7), would be 


(1 —8) PaQai+ (1 —8) P2Q013 
if this is divided by q,, the weighted per unit foreign value is obtained: 


P — (1—8) Pagar + (1—8) Pogo: 
- Q 





=P, (1-8) (18) 
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which is the same as (12). In the case of a specific duty t, this is simply 
P."= (P,—3t) - (P,—4t) Qo1 =P,—4t 
1 


which is the same as (14). Similar formulae can be derived for tariff 
increases. 


Formulae (9a) and (9b) again give the elasticities; the prices used 
are those defined in (18) and (19). 





(19) 











The Currency and Exchange System 
of Honduras 


Paul Vinelli * 


HE HISTORICAL DEVELOPMENT of the Honduran monetary 
p pation has been largely an outgrowth of changing economic cir- 
cumstances and inelastic monetary legislation. The system has not 
been used as an instrument to promote economic development, and 
there has been no coordination of fiscal and monetary policy. The 
reforms of 1950, which include the creation of a Central Bank, in- 
dicate, however, that Honduras is now likely to attempt to use fiscal 


and monetary policy more actively to assist the growth of the national 
economy. 


The Currency System 
Dual monetary standard, 1918-31 


Until June 30, 1950 the linking of the monetary unit to the US. 
dollar at the rate of two pesos (also known as soles) for one dollar, 
by Executive Decree No. 59 of August 8, 1918, constituted the basis 
of Honduras’ monetary system. This stabilizing action was precipi- 
tated by the rise in the world price of silver, which resulted in the 
bullion value of the Honduran silver peso rising from an average of 
$0.492 in 1916 to $0.644 in 1917 and $0.709 in 1918, although the aver- 
age exchange rate in New York rose only from $0.386 in 1916 to $0.456 
in 1917 and $0.498 in 1918. Despite the fact that the export of silver 
coins was prohibited in April 1916, the bulk of the Honduran silver was 
hoarded or exported, and it was replaced by an inflow of foreign 
currency which had always circulated freely within the country. The 
legal provisions relating to minimum reserves against the note? and 


* Mr. Vinelli, economist in the Latin American Division (North), was edu- 
cated at the University of Michigan. He was formerly a member of the staff of 
the Federal Reserve Board, and has worked as security and investment account 
analyst in private banking. He helped draft the Honduran monetary and banking 
legislation of 1950, and assisted in the establishment and early operations of the 
Central Bank and the National Development Bank of Honduras. 

1¥For an account of the early monetary history of Honduras, see J. Parke 
Young, Central American Currency and Finance (Princeton University Press, 
1925), pp. 91-118. 

2 The banks had the right to issue notes to an amount not exceeding 185 per 
cent of their paid-in capital excluding reserves. The amount of these notes in 
circulation was, however, only a small part of the total money supply. 
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deposit liabilities of the two commercial banks, the Banco Atlantida 
and the Banco de Honduras, were interpreted as requiring the holding 
of coin of legal tender within the country; with the disappearance of the 
silver pesos the banks could not maintain these reserves and meet their 
note and deposit liabilities in national silver currency. It became 
necessary to protect them by giving legal tender status to US. cur- 
rency, which was done by Decree No. 59. Table 1 illustrates the 
changes which took place at this time in the banks’ holdings of national 
and US. currency. 

The disparity between the bullion and the exchange value of the 
peso caused some of the public to feel cheated, especially since the 
silver coins which remained in the banks were exported as bullion, and 


Taste 1. CasH on Hanp or Banco AtLANTIDA, 1918-201 
(In thousands of pesos) 2 








End of National Silver Currency U.S. Currency 
TONG NE ask cscicetin chi haceckcteccese 1,079.9 267.5 
LOMO ECT CECT EEE ET CTO CTL 887.3 479.3 
MOND QE cseciccastccrcncsncccwsccons 762.9 668.1 
EO) {hb oes cdnnsweiwodsduescaws 58.1 863.8 
BODO REE aise cS cswscictoneascassedoces 718 1,052.6 
WG) ccasuciaeecawdunssnacancewe 69.7 1,100.8 











1Similar information is not available for the other commercial bank, the 
Banco de Honduras. 


2¥For June 1918, 2.5 pesos = US$1; thereafter, 2 pesos = US$1. 


the profits shared equally by the two banks and the Government. 
For a time the dollar circulated at a discount against the peso, but 
in general the need for a medium of exchange made US. currency 
acceptable at the new parity for any previously incurred silver 
obligations. 

U.S. currency continued during the twenties to be the principal 
medium of circulation, although the dual standard persisted. Both 
Honduran bank notes and foreign money circulated side by side. Not 
all the silver coins had been melted down and sold as ingots, since with 
the rise in the price of silver there was some shift in hoarding habits 
from gold to silver, and when the price of silver dropped sharply late 
in 1920, some of the old silver coins began to reappear. In 1921, a bill 
was introduced demonetizing the old silver coins and prohibiting 
further imports of them; * but as a result of pressure brought to bear 
on the Government by large hoarders of silver coins, the law was never 
passed, and silver coins were made acceptable at par (two pesos per 


8In addition to the Honduran silver peso, Guatemalan, Mexican, Peruvian, 
Chilean, and other silver coins also circulated legally. 
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dollar). The discussion in Congress, meanwhile, had forced silver coins 
to a 20 per cent discount. To restore their value, the Government 
indicated that the customs houses would receive them at par. Since 
this caused the greater part of its revenue to be paid in silver, the 
Government modified its position by decreeing in March 1921 that only 
half of the customs duties would be acceptable in silver money, which 
was then to be demonetized. The practice of demonetization was soon 
abandoned, however, because of the heavy losses involved. The high 
profits resulting from the import of foreign silver coins brought about 
illegal imports, though the amounts were never substantial. The com- 
position of the currency in circulation in the 1920 decade, according to 
statistics of bank holdings of cash, was two thirds U.S. currency and 
one third silver currency. The two commercial banks, in addition, 
kept in circulation roughly $350,000 of their own notes, the volume 
remaining practically constant throughout this period. 


A new currency, 1931-43 


In 1931, a new currency, the lempira, was introduced. Its name was 
chosen in honor of an Honduran national hero, an Indian who had been 
killed by the Conquistadores as he fought to prevent the enslavement 
of his people. A new currency had been contemplated as far back as 
1926, when Congress passed a monetary law (Decree No. 102 of April 3, 
1926) providing for the coinage of both gold and silver lempira pieces. 
This law, however, did not become effective until 1931, when by a 
supplementary decree (Decree No. 114 of March 9, 1931) a loan was 
contracted ‘* to cover the expenses of coinage. By that year the position 
of the banks was becoming the reverse of what it had been in 1919-20. 
They could meet their internal obligations in silver, but not in dollars; 
consequently, it became necessary during the thirties for the state to 
decree that dollar obligations could be paid off in national currency 
at the rate of two lempiras to one US. dollar. 

Decree No. 114 also provided that the new currency was to be backed 
by an Exchange Fund, consisting of gold holdings and exchange de- 
posits abroad in an amount equal to at least 50 per cent of the mone- 
tary circulation. The Exchange Fund was created from the profits 
obtained from the conversion of the currency,* and until June 30, 1950 
was augmented by a 10 per cent surcharge on all import duties. Not 
until August 1948, however, was the Fund large enough to provide the 


4 Half of the loan was underwritten by the two Honduran commercial banks, 
and the other half was made by the Canal Bank and Trust Co. of New Orleans, 
with the guarantees of both the United and the Standard Fruit Companies. 

5 The first portion of these profits, however, was used toward the repayment 
of the contracted borrowing to cover the cost of coinage. 
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desired guarantee of a reserve of 50 per cent or more against the 
lempira circulation. 

Almost all the coinage of the lempira currency took place between 
1931 and 1937 (Table 2). Most of it was of silver, 0.900 fine, and no 
gold coins were ever minted. The introduction of the lempira into 
circulation between 1931 and 1936 was orderly, averaging roughly a 
million lempiras annually and properly meeting the monetary needs of 
the country. During the same period the commercial banks’ issue of 
notes doubled from 1 million to 2 million lempiras. In 1937, when 
coins to the value of 5 million lempiras were already in existence, 4.5 
million additional lempiras were coined, and sold to the banking 


Taste 2. Lempira Cornace, 1931-49 
(In thousands of lempiras) 











Silver Nickel ? Copper ® 
cr _ \ cc" Cumulative 

Year 1.00 0.50 0.20 0.10 0.05 0.02 0.01 Total 
5 | ere 550 250 2 — 100 — — 1,100 
[3 Ae 1,000 550 150 150 50 —_ { 

TO ao siereceee 4 _— _— —_ —_ —_ 3,400 
a eee _— — — _— — — 4,000 
1 eee 1,000 —_ —_ _— — _— 20 5,020 
05 ere 4,000 500 — _ — —_ —_ 9,520 
| eee —_ —_ _— —_ — 40 20 9,580 
ND sesesecce — —_ — — 100 60 40 9,780 

Total.... 7,550 1,300 350 150 250 100 80 





10.900 fine, 12.5 grams weight per lempira. 
225 per cent nickel, 75 per cent copper. 
395 per cent copper, 5 per cent zinc and tin. 


system for dollar exchange destined for the Exchange Fund. The 
reasons for this action are not clear, though seigniorage profits to the 
Government may have been the motive. Certainly, the introduction 
of such a large supply was not dictated by the country’s monetary 
requirements. The unavoidable result was that the excess coins ac- 
cumulated in the banks; during 1937 their holdings of lempira currency 
tripled from 2.2 million to 6.4 million, and their exchange holdings were 
depleted. This overabundance of bank lempira holdings continued 
until the 1940-43 period, when a strongly active balance of payments 
caused heavy demands for currency by the public, lempira coins in 
circulation increasing by more than 2 million between 1940 and June 
1948, while bank notes rose 0.6 million (Table 3). 


Return to dollar circulation, 1943-49 


The scarcity of currency that began early in 1943 can be attributed 
on the demand side to unusually heavy dollar expenditures by the 
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U.S. Government on the Pan-American Highway and by the fruit com- 
panies; the banks could not purchase the several million dollars of 
exchange offered in connection with these projects. On the supply side, 
on the other hand, more than 4 million lempiras in national currency 


Taste 3. Money Suppty or Honpuras, 1936-50 


(In thousands of lempiras) 





Currency in Circulation 








Lempira Total 

U.S. Lempira bank Checking Money 

currency * coins notes Total Deposits ? Supply 

End of (1) (2) (3) (4) (5) (6) 

19386 Dec ..........4. 500 2,820 2,031 5,351 2,981 8,332 

NOS, ABCC! occ causaicece 500 3,271 1,982 5,753 4,290 10,043 

UBSS) WICC oiss csiewaes's 500 3,805 1,794 6,099 4616 10,715 

BOSD DEC oa: csiciecisieieies 500 3,849 1,577 5,926 5,742 11,668 

1040 DEE o.iscccscces 500 4,165 1,509 6,174 6,000 12,174 

B04] DEC cccsisssanicies 500 4,792 1,693 6,985 6,009 12,994 

BO82 WDCC ciciiscicics cee 500 5,490 2,170 8,160 8,603 16,763 

9983 JUD ciscicacicss 1,384 6,196 2,170 9,750 10,264 20,014 

MOOG s..caiscicis dis seis 3 5,578 2,177 11,338 12,825 24,163 

pt Ge eee 3,982 4,590 2,738 11,310 15,516 26,826 

| eee 6,227 4380 2,729 13,336 17,653 30,989 

1946 JUN oii eessiecss 7 4,050 2,726 14,626 18,586 33,212 

BDO a:5.03cbewesien 9,287 3,599 2,831 15,717 20,883 36,600 

Pe ar 9,159 3,355 2,810 15,324 21,891 37,215 
BORO 5 :ccoseweses 10,450 2,985 2,960 16,395 22,988 39 

NGEY. DUR cic scan cic 9, 3,049 2,972 15 23,247 39,103 

MDP O oii siwis eas 10,186 3,096 2,979 16,261 21,996 38,257 

MOSS) Wis dsesies cece 10,713 2,973 2,962 16,648 21,480 38,128 

MDEO< cowicacewieres 11,105 2,772 3,241 17,118 23,053 40,171 

1949 JON .iccscnecss 2,621 3,240 18,747 23,952 42,699 

MBEO Sune eeeae 13,062 2,458 3,203 18,723 22,718 41,441 

1950 Mar ........... 12,610 2,657 3,194 18,461 22,098 40,559 

IMMER coSievcselsiarassrelale 13,219 3,998 3,228 44 21,882 42,327 

BSED oa ewsisrnerncis 10,610 5,196 5,170 20,976 25,052 46,028 

Ce ee 9,769 4,674 5,587 20,030 25,770 45,800 





1 Data for 1936-Dec. 1942 are estimated; thereafter they are reported by the 
Exchange Control Commission. It is estimated, however, that clandestine ex- 
ports of dollars may amount to as much as 25 per cent of the US. currency 
now reported to be in circulation. No adjustment has been made for this 
probable error. 


2 Including official deposits. 


were, in fact, immobilized in the vaults of the banks (Table 4), where 
they were required as legal reserves. Article 18 of the Banking Law 
of March 13, 1937 decreed that “Every bank .. . . will maintain, as 
a guarantee for its sight and demand deposits, 25 per cent of the 
total of said deposits in coined legal tender of the country or in gold 
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bars, or both, and 15 per cent of its time deposits in the same manner.” 
This legislation was also interpreted as requiring the 50 per cent 
reserve obligation which the banks had to observe against their own 


Taste 4. CommerciAL BANK Monetary Reserves, 1936-50 











(In thousands of lempiras) 

Excess (+-) or Excess Reserves 

Deficit (—) c “ ~ 

Reserve in U.S. Per cent 

Required National Coins? of required 

Minimum Lempira Currency in Bank Absolute Teserves 

Reserve Coins (2—1) Reserves (8 + 4) (5 +1) 
End of (1) (2) (3) (4) (5) (6) 
1936 Dec ..... 2,088 2,502 + 414 414 20 
1937 Dec ..... 2,356 6,270 +3,914 —_ +3,914 166 
1988 Dec ..... 2,294 5,717 +3,423 —_ +3,423 149 
19389 Dec ..... 2,457 5,730 +3,273 —_— +3,273 133 
1940 Dec ..... 483 5,416 +2,933 _ +2,933 118 
1941 Dec ..... 2,621 4,790 +2,169 —_ +2,169 83 
1942 Dec ..... 3,479 4,091 + 612 — + 612 18 
1943 Jun ..... 3,924 3,414 — 510 551 + 41 1 
Dec ..... 4616 4,085 — 531 1,062 + 531 12 
1944 Jun ..... 5,593 5,015 — 578 + 8 2 
Dec ..... 6,187 5,239 — 948 1299 + 351 6 
1945 Jun ..... 6; 5,634 — 819 1,170 + 351 5 
Dec ..... 7,122 6,035 —1,087 1,733 + 646 9 
1946 Jun ..... 7,385 6,292 —1,093 1,861 + 768 10 
Dec ..... 7,755 6,660 —1,095 1,790 + 695 9 
1947 Jun ..... 7,852 6,531 —1,321 3,405 +2,084 27 
Dec ..... 7,755 6,519 — 1,236 3,104 +1,868 24 
1948 Jun ..... 7,552 6; — 899 2,265 +1,366 18 
Dec ..... 7; 6,639 —1,355 2,283 + 928 12 
1949 Jun ..... 8 6,959 —1,305 2,341 +1,036 13 
Dec ..... 7,956 7,187 — 769 3,165 +2,396 30 
1950 Mar ..... 7,800 7,002 — 798 3,167 +2,369 30 
Jun 2 6,168 5,663 — 505 2 +2,053 33 
Sep ..... 5,845 7,407 8 +1,562 1,415 +2,977 51 
OCb occ: 5,913 7,731 8 +1,818 1,542 +3,360 57 





1Until March 1937 all U.S. currency was considered legal reserve. Between 
June 1937 and March 1943, US. currency had no legal circulation status. After 
1943, only U.S. coins were accepted as legal circulation media, though their legal 
tender status for reserve purposes was questionable until July 1, 1950. 

2The right of note issue, against which the banks formerly had to maintain a 
reserve of 50 per cent, was transferred to the Central Bank on June 30, 1950. The 
reserves of 25 per cent against sight deposits and 15 per cent against time deposits 
were maintained at the same level as before the foundation of the Central Bank. 

8 Including deposits with the Central Bank. 


note issues to be satisfied in the same way. In other words, foreign 
exchange did not constitute legal reserves, so that the banks were 
obliged to rely on the national silver lempiras to meet all their reserve 
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requirements.* Consequently, once the banks had released all their 
excess reserves of national currency, they were unable to expand either 
their deposits or their note issue. 

As the offers of foreign exchange poured in, the banks approached 
the Government for permission to release some of their lempira re- 
serves and substitute foreign exchange for it.? This proposal was not 
to the Government’s liking, and nothing came of it. A plan to enable 
the Exchange Control Commission to issue paper money, the liability 
for which might be assumed by a central bank when created, was 
similarly shelved by the Government. The Government, on the other 
hand, objected to the minting of more lempiras, first because of the 
difficulty of having the job done quickly in wartime, and secondly 
because it was felt that the pressing need for additional currency was 
temporary—official sources thinking that the outstanding coinage was 
more than ample to satisfy postwar monetary needs. 

To meet the immediate crisis, the Government decided (by Executive 
Decree No. 59 of March 18, 1943) to permit the importation and tem- 
porary circulation of $1.5 million of US. fifty- and ten-cent pieces, 
these being of exactly the same weight and fineness as the one lempira 
and 20 centavo coins. The first imports of these coins took place in 
April 1943, and by June the total amount involved exceeded 2.2 million 
lempiras. The U.S. currency met with immediate acceptance. The 
demand for additional currency continued strong, as evidenced by 
Executive Decree No. 66 of August 10, 1943, whereby the volume of 
permissible imports of U.S. currency was expanded to $3 million. As 
time went on, additional decrees were issued permitting more and more 
imports of US. coins of 50-, 25-, 10-, 5-, and 1-cent denominations, so 
that by June 1950 the total amount of US. currency acquired, as re- 
ported by the Exchange Control Commission, exceeded 15.7 million 
lempiras (US$7.9 million). Imports of U.S. notes were never author- 
ized, and their circulation was prohibited. No efforts were made to 
meet the need for one-centavo pieces and, consequently, they quickly 
disappeared from circulation, and none were to be found during the 
war. Near the Salvadoran border, the Salvadoran centavo, even though 
of 20 per cent less value than the lempira coin, has been generally 
accepted in transactions where small change is needed. 


6The 1937 banking law specified that reserves must be maintained in the 
vaults of the banks. This might be the reason why the banks never used gold as 
reserves. Aside from the heavy cost of importing it, they probably felt much 
safer maintaining the cumbersome lempira coins in their vaults, rather than 
the valuable gold bars. 

7A similar recommendation was made by a US. Technical Financial Mission 
to Honduras in July 1943. 

8 Many US. bank notes were introduced into Honduras, however, by US. 
ships in north coast ports, and in July 1950 the banks were authorized to purchase 
these notes at parity. 
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In spite of the imports of US. coins, a general scarcity of small 
fractional coins persisted. This is said to have resulted from the 
general hoarding of the small coins, the standard of living being such 
that the bulk of the Honduran population could accumulate savings 
only in this form. To meet this scarcity, the Government, for the first 
time since 1939, authorized the coinage during 1949 of fractional coins 
to the value of 200,000 lempiras: 4 million one-centavo copper pieces, 
3 million two-centavo copper pieces, and 2 million five-centavo nickel 
pieces. 


Monetary reform of 1950 


Early in 1950 Honduras completely revised its monetary, exchange, 
and banking system by the passage of a monetary law, a banking law, 
and a law establishing a Central Bank. This legislation took effect 
with the opening of the Central Bank on July 1, 1950. It linked the 
Honduran currency directly to gold, the gold content of the lempira 
being prescribed as 0.444 335 grams of pure gold. Although Honduras 
had devalued its currency simultaneously with the devaluation of the 
US. dollar in 1934, the gold content of its currency had never been 
redefined, and until the monetary reform of 1950, official gold holdings 
were still carried at the value of $20.67 per ounce. 

The most striking change which these reforms made in the monetary 
system is that the right of unlimited note issue has been granted to the 
Central Bank—unlimited in the sense that no legal ratio has been 
established between the issue and the Central Bank’s international 
reserve holdings. The issue power of the private banks was transferred 
to the Central Bank. By contracts revising the concessions under 
which these banks had been operating, their total note issue obligations 
of 3.2 million lempiras were transferred to the Central Bank. As an 
offset to these obligations the 50 per cent coin reserve which had been 
maintained against the private banks’ note issue was also transferred 
to the Central Bank (the payment was actually made in US. coins, 
lempira coins, and dollar drafts) ; and for the other 50 per cent of the 
note issue, the private banks are to pay the Central Bank in six semi- 
annual installments during the next three years. The private banks 
are to be compensated for the loss of their issue privileges by being 
allowed credit facilities up to 50 per cent of their issue obligations on 
June 28, 1950, at an interest rate of 3 per cent. The new contract with 
the private banks has been interpreted, however, to mean that the 
Central Bank may exercise its discretion in deciding whether these 
facilities are to be made available. 
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The introduction of Central Bank notes in sufficient quantities to 
enable the public to choose freely the kind of currency held has made 
possible the elimination of the premium markets in bank notes which 
had formerly existed. Because of poor means of communications, 
travellers prefer to carry paper money rather than the heavy and 
cumbersome metallic currency, and demand for paper currency on the 
north coast had sometimes been strong enough to produce a premium 
of 5 to 10 per cent on bank notes. As an adequate volume of Central 
Bank notes has been put into circulation, these anomalies have 
disappeared. 

The responsibility for coinage has also been shifted to the Central 
Bank, the Government paying in part for the obligations of the coin 
issue (which amounted to 9.7 million lempiras on June 30, 1950), by 
transferring to the Central Bank the Exchange Fund, in which 5.4 
million lempiras had accumulated. The remainder has been paid for by 
a 50-year non-interest-bearing bond, to be amortized by the proceeds 
from the sale of the silver bullion content of the coins after they have 
been demonetized. The value of that silver was estimated on June 30, 
1950, at the price of 72 centavos per ounce, to be more than 5 million 
lempiras. 

Article 3 of the new Monetary Law decrees that any and all obliga- 
tions payable in currency within the territory of the Republic shall be 
liquidated in lempiras, and the Central Bank has the responsibility of 
retiring from circulation in the shortest time possible any foreign 
money in circulation at the time of its establishment. In the first three 
months of operations, the Central Bank was able to retire roughly 
4.5 million lempiras in U.S. currency, Salvadoran colones, and Guate- 
malan quetzales—colones and quetzales having previously been al- 
most the sole circulating media in the frontier states of Honduras— 
and the volume of the lempira currency in circulation rapidly ap- 
proached that of the U.S. currency (Table 3). While no legal time 
limit has been placed on the conversion of foreign currency into lem- 
piras, the process is expected to be practically completed during 1951. 
For the first time in its history, Honduras will then have nationalized 
its currency. 


Exchange System 


Since the early thirties, the curb or free market rate of the Honduran 
currency has fluctuated close to the rate of two pesos or two lempiras 
to the dollar, the rate at which the currency has been legally tied to the 
US. dollar since 1918. The only exception was in the late thirties, 
when the curb rate rose to a high of 2.25. During and since the war, 
the curb rate has sometimes been even a little below the official selling 
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rate, because of the plentiful supply of exchange. The structure of 
exchange rates in Honduras prior to July 1, 1950 was as follows: 


BAW oiiad ddvssascine snes: 2.00 
Buying rate ..........eeeeees 2.00 
Selling rate in Tegucigalpa.... 2.04 

on North Coast.... 2.025 
Curb market rate............. 2.01-2.02 

The selling rates included a one half of one per cent (1 centavo per 
dollar) tax on all purchases of foreign exchange. The proceeds of this 
tax, in effect since 1934, have been set aside in an “Accumulative 
Fund,” created to provide capital for a State Agricultural Bank. With 
the 1.5 million lempiras thus made available, the Agricultural Bank 
began operations on July 1, 1950. The different selling rates for 
Tegucigalpa, the capital city, and the north coast were established by 
the Exchange Control Commission soon after it came into existence in 
1934. The differential was said to be explained by the high cost in- 
volved in shipping national currency from the interior of the country, 
where it tends to accumulate, to the north coast, where the major 
portion of exchange offerings takes place; however, this was not true, 
since in most cases the cost of shipping currency was borne by the 
United Fruit Company. 

The two per cent spread between the buying and selling rates led 
in recent years to the creation of an unusual kind of illegal exchange 
market in Honduras, with a free market rate lower than the official 
selling rate. This is explained by the fact that exchange restrictions 
were largely nominal, and the exchange market virtually free, whereas 
the wide spread between the official buying and selling rates made it 
profitable to deal outside the official market. Such dealings were facili- 
tated by a feature of the exchange legislation which permitted exporters 
to retain exchange which they intended to use for their own imports. 
Exporters might take advantage of this to import not only for their 
own account, but also for the account of others, and in certain cases 
they might sell their exchange illegally to an importer at a rate which 
enabled both the purchaser and the seller to reap a one-half to one 
per cent profit on the transaction. The available evidence suggests, 
however, that only a small fraction of total exchange receipts was so 
traded. 

Though Honduras did not suffer from serious exchange shortages 
during the depression years, exchange control was established in 1934, 
following the pattern of other Latin American countries. An Exchange 
Control Commission was set up which was authorized to fix the buying 
and selling rates, regulate all purchases and sales of foreign exchange, 
especially those relating to the transfer of capital, require the declara- 
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tion of all exchange holdings, and allocate exchange quotas to im- 
porters once a scarcity developed. The Exchange Control Commission 
was also charged with the administration of the Exchange Fund (Fondo 
de Cambio), which had been created in 1931 to support the domestic 
currency. This Fund was built up primarily from a surtax of 10 
per cent of all import duties, and secondly from the seigniorage profits 
arising from the introduction of the lempira. As of June 1950, the Fund 
amounted to 6 million lempiras, mostly in dollar holdings in the United 
States, and representing more than 60 per cent backing of the lempira 
coins in circulation or in the banks. 

The only period during which exchange can be said to have been 
restricted was between 1937 and 1941. The Exchange Control Com- 
mission during that period rationed exchange on the basis of a monthly 
quota system, allocations being determined on an estimated ratio of 
the amounts required by each importer to the total amount of exchange 
available. During this period exchange for certain luxury items (auto- 
mobiles, radios, refrigerators, etc.) was also denied. By 1950, however, 
for all practical purposes, the exchange control system in effect per- 
formed only the functions of a statistics-gathering agency. 

On July 1, 1950 Honduras eliminated its exchange control system 
and unified its rate structure. The buying rate was maintained at two 
lempiras to one US. dollar, and a uniform selling rate of 2.02 lempiras 
to one U.S. dollar was established throughout the Republic. At the 
same time Honduras officially accepted the obligations of Article VIII, 
Sections 2, 3, and 4, of the Articles of Agreement of the International 
Monetary Fund, and thus became one of the few countries whose 
currency is freely convertible. 

The action taken by the Honduran authorities has already had a 
salutary effect upon the exchange system. First, as a consequence of 
the narrowing of the spread between the buying and the selling rates, 
the curb market has, for all practical purposes, been eliminated, and 
the volume of exchange operations carried out through the banking 
system has been correspondingly expanded, increasing during the third 
quarter of 1950 by 40 per cent, compared with the previous quarter. 
Secondly, as all payments within the Republic must now be made in 
national currency, several foreign currencies (U.S. bank notes, Salva- 
doran colones, Guatemalan quetzales) have been retired from circula- 
tion. These foreign monies, as well as the U.S. metal currency now 
being retired from circulation, will, as they are exported, strengthen 
the official exchange holdings of Honduras. That exchange control is 
not needed in Honduras has been amply proved by the fact that, during 
the first three months since its elimination, the international reserves 
of the country showed a continued tendency to rise (Table 5). 
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HIRTY-ONE COUNTRIES, mostly members of the Fund, be- 

tween 1948 and 1950 entered into a multilateral trade agreement, 
called the General Agreement on Tariffs and Trade (GATT). A multi- 
lateral trade agreement of such comprehensive scope, covering not only 
tariffs but also the general principles of commercial policies, is without 
precedent. The participating governments deliberately avoided the 
traditional pattern of an “international organization,” thereby estab- 
lishing mere contractual relations and not corporate relations among 
the contracting parties.” 


* Mr. Hexner, Assistant General Counsel of the Fund, was formerly a profes- 
sor at the University of North Carolina. He is the author of International Car- 
tels (Chapel Hill, N.C., 1945, London, 1946, Mexico, 1950), The International Steel 
Cartel (Chapel Hill, N.C., 1943), and Studies in Legal Terminology (Chapel 
Hill, N.C., 1941). ; ‘ 

1 The thirty-one countries are the following: Australia, Belgium, Brazil, Burma, 
Canada, Ceylon, Chile, Cuba, Czechoslovakia, Denmark, Dominican Republic, 
Finland, France, Greece, Haiti, India, Indonesia, Italy, Liberia, Luxembourg, 
the Netherlands, New Zealand, Nicaragua, Norway, Pakistan, Southern Rho- 
desia, Sweden, Syria, Union of South Africa, United Kingdom, and United 
States. The Republic of China became a contracting party as of April 21, 1948, 
and renounced its adherence to GATT as of May 5, 1950. Lebanon became a 
contracting party on June 29, 1948, and gave notice on December 27, 1950 that 
it was withdrawing from GATT, to be effective as of February 25, 1951. 

The following countries participated in tariff negotiations at Torquay, with 
the view of becoming contracting parties to GATT: Austria, the Federal 
Republic of Germany, Korea, the Philippines, Peru, Turkey, and Uruguay. 

Throughout this paper, the following designations are used: GATT refers to 
the General Agreement on Tariffs and Trade; Contracting Parties, when written 
with capitals “C” and “P”, signifies the contracting parties to GATT acting in 
joint capacity; contracting parties indicates the parties individually; Havana 
Charter and ITO Charter refer to the Charter adopted at Havana, Cuba, in 
1948, while Geneva Draft indicates the draft ITO Charter adopted in 1947 at 
Geneva, Switzerland; ITO stands for the International Trade Organization; Fund 
refers to the International Monetary Fund. 

2 Article XXV of GATT enables the Contracting Parties to act as a unit 
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The general objective of GATT is to reduce discriminatory practices 
and excessive trade barriers in international economic intercourse. The 
participants in GATT attempt to achieve that purpose through a 
number of consultative arrangements. These arrangements, along with 
a code of desirable trade practices (contained in GATT), are intended 
to replace both unilateral actions and bilateral (exclusive) arrange- 
ments in international trade. Under GATT, the concessions in tariffs 
and commercial policy granted by each country apply to trade with 
all other participants in GATT. A modern regime of multilateral trade 
practices presupposes stability in the field of exchange rates, and 
orderly exchange arrangements. With this in mind, the Contracting 
Parties agreed to seek the cooperation of the Fund principally in the 
form of consultation on all problems pertaining to their external finan- 
cial position which are within the scope of the Fund’s activities. The 
Contracting Parties and the Fund adopted, in September 1948 and 
subsequently, provisional rules for cooperation. The present study 
deals very tentatively with a few legal aspects of collaboration between 
the Fund and the Contracting Parties.* 


I. General Observations 


The following general statements outline the somewhat complex net- 
work of relations between the Contracting Parties and the Fund. 

The participants in GATT have agreed to coordinate their com- 
mercial policies regulated in GATT with the policies pursued by the 
Fund. They also have agreed to consult with the Fund before acting 
on commercial policy problems involving the external financial posi- 
tions of contracting parties; and, when acting upon certain specified 
problems relative to the monetary reserve position of a contracting 
party, to follow the views of the Fund,* which are determined by 


whenever the provisions of GATT require “joint” action. The best example of 
the necessity for joint action is approval by the Contracting Parties of various 
trade measures of individual contracting parties. —_ decisions of the Contract- 
ing Parties are taken by majority vote or by qualified majorities (e.g., Article 
XXV, par. 4 and 5). Joint actions of the Contracting Parties have something 
in common with what are generally referred to as “corporate functions”; but the 
fact that the Contracting Parties exercise, in specific matters, quasi-corporate func- 
tions is not evidence of a corporate personality for the Contracting Parties. In 
organizational as in other respects, the intention of the participants is decisive as 
to whether they wish to give to the Contracting Parties corporate structure; it is 
clear that the participants have not wished to establish a corporate personality. 

3 This paper is a counterpart to the study, “The International Trade Organiza- 
tion and the 7 Fund,” Staff Papers, Vol. I, pp. 136-73 (February 1950). 

4 Article XV, par. 1, of GATT provides: 

“The Contracting Parties shall seek co-operation with the International 
Monetary Fund to the end that the Contracting Parties and the Fund may 
pursue a co-ordinated policy with regard to exchange questions within the 
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procedures different from those adopted in GATT.® The Fund has 
agreed to cooperate with the Contracting Parties in accordance with 
the terms of GATT. 

GATT requires the Contracting Parties to consult fully with the 
Fund whenever they are called upon to consider matters pertaining 
to the external financial positions of individual contracting parties. 
The subjects of consultation comprise, on the one hand, exchange 
matters proper (for example, a change in the par value of the currency 
of a contracting party which is not a member of the Fund) and, on 
the other hand, the monetary implications of commercial policies (for 
example, import restrictions which are to be instituted for balance of 
payments purposes). For all practical purposes, quantitative restric- 
tions for balance of payments purposes constitute the principal subject 
of consultation between the Contracting Parties and the Fund, although 
numerous other activities of the Contracting Parties may involve prob- 
lems concerning the external financial positions of contracting parties 
and, consequently, consultation with the Fund. 

Many of the subjects with which the Contracting Parties deal may 
or may not have monetary implications (e.g., agreement to form a 
customs union). The Contracting Parties themselves will determine 
whether or not the subject with which they are dealing involves mone- 
tary problems, and consequently whether consultation with the Fund 
is required. The authority of the Contracting Parties to administer 
GATT is unaffected by the fact that the Contracting Parties base 
certain of their actions on the facts supplied and the opinions rendered 
by the Fund. 

Cooperation of the Fund with the Contracting Parties on problems 
concerning monetary reserves, balances of payments, and foreign ex- 
change arrangements is one important means of collaboration for pro- 
moting exchange stability in accordance with Article IV, Sec. 4(a), of 
the Fund Agreement.’ Such cooperation also assists Fund members, 
who are availing themselves of the transitional arrangements under 


jurisdiction of the Fund and questions of quantitative restrictions and other 
trade measures within the jurisdiction of the Contracting Parties.” 

5 The Fund’s members have weighted votes in the administration of the Fund. 
In GATT, the “one country, one vote” system prevails. 

6 Article XV, par. 2, of GATT is as follows: 

“In all cases in which the Contracting Parties are called upon to consider or 
deal with problems concerning monetary reserves, balances of payments or for- 
eign exchange arrangements, they shall consult fully with the International 
Monetary Fund 

7 The text of Article IV, Sec. 4(a) is as follows: 

“Each member undertakes to collaborate with the Fund to promote exchange 
stability, to maintain orderly exchange arrangements with other members, and 
to avoid competitive exchange alterations.” 
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Article XIV, Sec. 2 of the Fund Agreement to discharge their ob- 
ligations, and to develop commercial policies which serve exchange 
stability. The Fund’s cooperation in furnishing the Contracting 
Parties with statistical and other facts on monetary affairs is in con- 
formity with Article VIII, Sec. 5(c) of the Fund Agreement, which 
requires the Fund to act as a center of information on monetary and 
financial affairs. The Fund’s functions in consultative procedures will 
be adjusted to the specific subjects involved. 

The Fund’s function in maintaining exchange stability will be 
furthered considerably if, through GATT arrangements, nonmembers 
of the Fund follow the patterns in respect to exchange discipline which 
are developed for Fund members. The Fund’s consultative functions 
in respect to nonmembers are based on the authority of the Fund to 
maintain exchange stability, and on its function to provide the ma- 
chinery for consultation and collaboration on international monetary 
problems. 

When the Contracting Parties consult the Fund on a matter relative 
to the external financial position of an individual contracting party, 
that party may wish to discuss certain financial problems with the 
Fund directly. GATT does not provide expressly for direct consulta- 
tion between individual contracting parties which are Fund members 
and the Fund on the monetary aspects of matters falling under GATT. 
Such provision, however, is not necessary since it is self-evident that 
a contracting party which is a Fund member may consult with the 
Fund on any matter pertaining to its external financial position. 

As mentioned above, a separate procedure agreed upon by the Fund 
and the Contracting Parties opens the possibility for nonmembers of 
the Fund to discuss with the Fund, upon the request of the Contracting 
Parties, certain matters pertaining to their external financial positions. 
Such direct consultation with the Fund does not prejudge, of course, 
the legal situation of the individual contracting party vis-a-vis the 
Contracting Parties. 

The contracting parties accepted GATT only on a provisional basis. 
During the provisional period, any contracting party may give 60 days’ 
notice of withdrawal. Furthermore, during that period the provisions 
of important sections of GATT (Art. III-X VIII) apply only as far as 
they do not conflict with the legislation of the respective contracting 
party. GATT requires that the contracting parties observe, to the 


8 This provision reads: 
“... as soon as conditions permit, they [the Fund members] shall take all 


possible measures to develop such commercial and financial arrangements with 
other members as will facilitate international payments and the maintenance 
of exchange stability.” 
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fullest extent of their executive authority, the general principles of 
those provisions of the Geneva draft (1947) of the Charter of the 
International Trade Organization ® which are not covered by GATT, 
e.g., the provisions on employment, investment, intergovernmental com- 
modity agreements, etc. This requirement broadens, to some extent, 
the coverage of the matters on which the Contracting Parties must 
consult with the Fund. The reference above to the legislative and 
executive authority of the contracting parties indicates that the framers 
of GATT assumed that the constitutions of the contracting parties 
contain a division of powers along the lines of Western democracies. 

The following may be classified as within the category of general 
cooperation between the Fund and the Contracting Parties; consulta- 
tion on specific matters is discussed in later sections. 


(a) The Contracting Parties shall initiate discussions to con- 
sider whether measures other than import restrictions might be 
taken to relieve the pressure on monetary reserves when general 
disequilibrium prevails (Art. XII, par. 5). The Fund will pre- 
sumably be requested to cooperate in the preparatory studies and 
to participate in the relevant discussions. 

(b) The Contracting Parties shall prepare annually a report 
on transitional discriminatory import restrictions (Art. XIV, 
par. 1(g)). The Fund will presumably be requested to give tech- 
nical assistance in respect to the monetary aspects of these reports. 

(c) As of January 1, 1951, the Contracting Parties are required 
to review all import restrictions for balance of payments purposes 
(Art. XII, par. 4(b)). In the course of the preparation of the 
report, the Contracting Parties will consult the Fund on the 
financial problems involved. 


II. Import Restrictions for Balance of Payments Purposes 
General provision on protecting reserves 


To safeguard the external financial position of a contracting party, 
GATT authorizes prohibitions and restrictions (through quotas, licens- 
ing, state trading operations, or other measures) on the importation 
of goods from other contracting parties. The use of quantitative restric- 
tions to prevent an undesirable drain of monetary reserves and to assist 
in the accumulation of adequate reserves is not confined to the postwar 
transitional period. Moreover, restrictions are authorized not only for 


® The amended version of the relevant provision (Art. XXIX of GATT) re- 
quires that the contracting parties observe the general principles of the Havana 
Charter (1948). However, to enter into force, the amended version must be 
adopted by all contracting parties, and as of February 1, 1951, Chile had not 
accepted the amended text. 
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balance of payments purposes but for various other purposes (e.g., eco- 
nomic development, intergovernmental commodity agreements, short- 
ages). Whereas import restrictions for balance of payments purposes 
will always require comprehensive consultation with the Fund, the 
Contracting Parties may deal with other quantitative restrictions in a 
manner which does not require such consultation, although import 
restrictions imposed for any purpose influence more or less the external 
financial position of a country. There is nothing in GATT to prevent 
a contracting party from maintaining import restrictions on two or 
more grounds.?° 

Under Article XII, par. 1, of GATT, a contracting party is author- 
ized to institute or maintain import restrictions to protect its monetary 
reserves, which are required to safeguard its external financial position 
and balance of payments. This paragraph reads as follows: 


Notwithstanding the provisions of paragraph 1 of Article XI, any con- 
tracting party, in order to safeguard its external financial position and 
balance of payments, may restrict the quantity or value of merchandise 
permitted to be imported, subject to the provisions of the following para- 
graphs of this Article. 


This paragraph implies that, in order to safeguard its external financial 
position, a contracting party should have reserves of an amount and 
a structure appropriate to a desirable situation in which no restrictions 
exist on imports and current payments." 


The principle of Article XII, par. 1, is subject to various qualifica- 
tions, of which the most important are the criteria (Art. XII, par. 2) 
for determining whether and to what extent a contracting party is 
authorized to protect its reserve position by import measures. 


Criteria for protecting reserves 


Article XII, par. 2(a), makes it explicit that the external financial 
position of a contracting party should not be protected by import 
restrictions unless (a) its reserves are under an imminent threat of a 
serious decline, or (b) its reserves are declining seriously, or (c) it 
seeks to achieve a reasonable rate of increase in “very low” reserves.” 


10 An interpretative footnote to Annex J states explicitly that a contracting 
party may justify discriminatory quantitative restrictions concurrently as balance 
of payments restrictions and as restrictions essential to the acquisition of products 
in short supply (Art. XX, par. II(a)). 

11 Article XII does not authorize import restrictions to prevent an unwanted 
inflow - foreign capital. Nor is Article XII concerned with quantitative export 
controls. 

12 Article XII, par. 2(a), reads: 

“No contracting party shall institute, maintain or intensify import restrictions 
under this Article except to the extent necessary 


(i) to forestall the imminent threat of, or to stop, a serious decline in 
its monetary reserves, or 
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The necessary extent of the import restrictions imposed (or to be 
imposed) under these criteria must, of course, be considered in the 
light of coexisting restrictions on current payments and other special 
factors affecting the reserve position. 


Very low reserves. A contracting party with “very low” reserves is 
authorized to use import restrictions to an extent (and as long as) 
necessary to build up its reserves until its external financial position 
is safeguarded. It follows from the logic of Article XII, par. 1 and 2, 
that if the reserve position of a contracting party cannot be designated 
“very low” the contracting party should be able to settle its current 
international transactions without resort to any restrictions on imports 
and current payments, i.e., its reserves are then either at or above 
the lowest adequate level. The limits of adequacy may change as 
national and international economic conditions fluctuate. 

The tempo at which “very low” reserves may be increased (using the 
device of import restrictions) must be reasonable, i.e., the rate of in- 
crease must be appropriate to the actual need under the circumstances 
of the case.'* For example, a country with virtually no monetary 
reserves would achieve, with only a modest absolute increase in re- 
serves, a very high rate of increase which would nevertheless not be 
unreasonable. On the other hand, a country with almost adequate 
reserves would be entitled to apply import restrictions of a modest 
extent in order to achieve a modest increase in reserves under the 
“reasonable rate of increase” clause. If the rate of increase is greater 
than can be considered “reasonable,” the application of very compre- 
hensive import restrictions in order to increase “very low” reserves 
within a very short time may be inconsistent with Article XII, par. 
2(a) (ii), of GATT. 

The use of the term “very low” in Article XII, par. 2(a) (ii), to de- 
scribe the level of reserves, pertains to a situation in which restrictions 
on current payments and imports are absent. An “adequate” level of 
reserves, with reference to a situation in which restrictions on imports 
and current payments exist, will presumably be much less than under 
conditions of no restrictions on current transactions. 


(ii) in the case of a contracting party with very low monetary reserves, 
to achieve a reasonable rate of increase in its reserves. 


“Due regard shall be paid in either case to any special factors which may be 
affecting the contracting party’s reserves or need for reserves, including, where 
special external credits or other resources are available to it, the need to 
provide for the appropriate use of such credits or resources.” 

13 A contracting party whose reserves are less than desirable but not “very 
low” is not authorized by Article XII, par. 2(a)(ii), to use import restrictions 
in order to achieve even a reasonable rate of increase. 
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Serious decline in reserves. Under Article XII, par. 2(a), import 
restrictions may be applied to stop a serious decline in reserves, but 
as soon as the serious decline is stopped the restrictions must be re- 
moved. If a contracting party had considerably more reserves than are 
reasonably appropriate, it is not precluded from protecting by import 
restrictions these “very high” reserves from serious decline. After the 
decline has been stopped, however, import restrictions cannot be con- 
tinued in order to achieve an increase of reserves to the “very high” 
level at which they had been before the decline occurred. 

Threat of serious decline in reserves. Import restrictions may be 
applied under Article XII, par. 2(a) (i), to forestall an imminent threat 
of a serious decline in reserves. Such restrictions must be removed 
when the imminence or seriousness of the threat subsides.*+ 

Restrictions based on several criteria. Import restrictions may be 
based on two or on all three of the criteria enumerated above. Thus, 
the necessary extent of the import measures may depend at the same 
time on (a) the degree of the decline in reserves, (b) the degree of the 
imminence and seriousness of the threat of their decline, and (c) the 
degree of inadequacy of reserves. 


Removal and progressive relaxation of restrictions 


The import restrictions which have just been considered can be 
maintained “only to the extent that the conditions specified in that 
sub-paragraph [par. 2(a), Art. XII] still justify their application.” 
If the conditions justifying the application improve gradually, the 
contracting party must progressively relax the restrictions. As stated 
above, the restrictions must be removed when conditions no longer 
justify their maintenance (and the contracting party may reasonably 
expect that the removal of restrictions will not result in a situation in 
which the protection of the reserves again becomes necessary). 

Assume that a contracting party’s reserves are “very low” (with 
reference to a hypothetical situation in which restrictions are absent) 
and the contracting party maintains import restrictions to increase its 
reserves. As the reserve position improves, the “necessary extent” of 
the import restrictions decreases. When this “necessary extent” of 
import restrictions is less than the existing extent of such restrictions, 


14The Fund Agreement and special exchange agreements authorize the uni- 
lateral application of exchange controls to regulate capital movements. This 
authority will be frequently used to institute restrictions in order to prevent 
the outflow of reserves as capital transfers. Moreover, this authority may in- 
directly cover the use of quantitative restrictions to make effective authorized 
exchange controls to prevent capital flight (Art. XV, par. 9(b)). 
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their progressive relaxation is required by Article XII, par. 2(b), even 
though adequate reserves have not yet been accumulated. The rule 
of progressive relaxation applies also to the progressive improvement 
of conditions in respect to the decline in reserves and the threat of 
decline. A logical counterpart of the rule of progressive relaxation is 
the authority of a contracting party to intensify its import restrictions 
if the conditions affecting reserves deteriorate. 

Pressure on the contracting party’s reserves may be a result of its 
domestic policies, especially in employment and economic development. 
If such domestic policies are consistent with the terms of GATT, the 
contracting party cannot be required to relax or remove the restrictions 
on the ground that their use might be unnecessary if different employ- 
ment or development policies were adopted.'® 


Consultation between individual contracting party and Contracting 
Parties 


To the use of import restrictions for balance of payments purposes is 
attached the obligation of the contracting party to consult with the 
Contracting Parties as to the nature of its balance of payments diffi- 
culties, the available alternative corrective measures, and the possible 
effect of such measures (the import measures and alternative measures) 
on the economies of other contracting parties. Article XII, par. 4, 
distinguishes between the following cases: 


(a) Contracting parties which are not applying import restrictions 
to safeguard their external financial position but are considering doing 
so must initiate consultations with the Contracting Parties (1) if 
practicable before instituting import restrictions; (2) otherwise im- 
mediately after their institution (Art. XII, par. 4(a)). 

(b) The Contracting Parties are required by Article XII, par. 4(b), 
to invite contracting parties substantially intensifying their import 
restrictions to consult within thirty days. _ 

(c) The Contracting Parties may institute at any time consultation 
on import restrictions which were imposed for balance of payments 
purposes (Art. XII, par. 4(b)). 

(d) An individual contracting party may suggest consultation to 
obtain the prior approval of the Contracting Parties for contemplated 
import restrictions (Art. XII, par. 4(c)). 

(e) Consultation may be suggested as a step in the course of a 
renee Ty procedure against another contracting party (Art. XII, 
par. 4 , 


15 There is no reason, however, to prevent the Contracting Parties from indi- 
cating in the process of consultation the advantages and disadvantages of certain 
economic and social measures pertaining to the domestic economy of a con- 
tracting party from the aspect of its external financial position. 
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Any consultation has at least the following three objectives: 


(a) To assist in the clarification of the interests of the contracting 
party in respect to the import restrictions applied (or to be applied), 
i.e., to help the contracting party assess the effect of its import restric- 
tions upon its own external financial position from the aspect of world 
financial developments; ** 

(b) To prevent, in the interest of other individual contracting 
parties or the community of contracting parties, the arbitrary or 
capricious application of import measures; 

(c) To prevent certain import measures from causing unnecessary 
damage to other contracting parties. 


The matters on which consultation is required, under Article XII, 
par. 4, are: 


(a) An analysis of “the nature” of the balance of payments diffi- 
culties, e.g., why reserves are declining, to what extent the difficulties 
can be attributed to domestic affairs and to developments in other 
countries; 

(b) Consideration of available “alternative” corrective measures 
which would fully or partly obviate the necessity of imposing (or 
intensifying) import restrictions (e.g., reorientation of investment 
policies, anti-inflationary measures) ; 

(c) The possible effect of the import restrictions and of the sug- 
gested alternative corrective measures on the economies of other con- 
tracting parties. 


The principal purpose of the consultation is to ensure that the con- 
tracting party concerned adjusts its future behavior in respect to im- 
port restrictions to the requirements of the provisions of GATT. Hence, 
such consultations will deal primarily with those facts and factors 
which are significant for the future conduct of affairs. Facts relative 
to past conduct can be relevant only insofar as they reflect on the 
future or enable one to judge the future. 


Must every consultation result in a conclusive formal resolution 
(“final decision”) of the Contracting Parties? As far as prior approval 
of restrictions (Art. XII, par. 4(c)) and complaint procedure (Art. XII, 
par. 4(d)) are concerned, a conclusive decision may be expected in 
most cases. However, insofar as consultations are based on Article 
XII, par. 4(a) and (b), it is a matter of policy whether the Contracting 
Parties wish to terminate the consultative procedure by a conclusive 


16 The terms of GATT do not prevent the Contracting Parties from indicating 
in the course of consultation that the contemplated import measures are insuffi- 
cient to correct the maladjustment in the contracting party’s balance of pay- 
ments, and that restrictions more radical than those envisaged (or imposed) by 
the contracting party are desirable. 


5 
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resolution or whether they prefer to limit the procedure to an exchange 
of opinions.2” 

The matters on which consultations take place are, to a large extent, 
related to monetary reserve problems; and, in respect to these problems, 
the Contracting Parties are required to consult fully with the Fund. 

Most of the developments in the course of the consultations between 
the Contracting Parties and an individual contracting party will de- 
cisively influence the corresponding consultation between the Con- 
tracting Parties and the Fund. (Various aspects of that procedure are 
considered in other sections of this study.) An indication of the sub- 
jects considered in the course of the consultations with the Fund may 
be given by listing the important types of formal resolution which the 
Contracting Parties may render: 


(a) An advisory opinion to an individual contracting party as to 


17 The following communiqué was issued by the Contracting Parties on De- 
cember 13, 1950 in regard to consultation with eight contracting parties: 

“Under Item Eight of the Agenda, consultations were held with the govern- 
ments of Australia, Ceylon, Chile, India, New Zealand, Pakistan, Southern 
Rhodesia and the United Kingdom with respect to their import restrictions in 
accordance with Article XII, par. 4(b) of the General Agreement. In accordance 
with Article XV, par. 2 of the Agreement, the Contracting Parties also consulted 
with the International Monetary Fund. 

“There was a full and frank discussion between the Contracting Parties, the 
consulting countries and the Fund, in which full information was presented 
and views and opinions were freely expressed. : 

“During the course of the consultations, the representatives of Belgium, Cuba, 
Canada and the United States expressed the view that the time had come when, 
with all due caution in the light of the uncertainties of the present situation, a 
progressive relaxation of the hard currency import restrictions of Australia, Cey- 
lon, New Zealand, Southern Rhodesia and the United Kingdom might begin. 
This view was based upon their analysis of the favorable current situation of 
these countries and of the prospects in the coming year. Based upon its analysis, 
made available to the Contracting Parties, the Fund expressed the opinion that 
such relaxation would be feasible in these cases, but should be undertaken with 
due caution having regard to present circumstances. The representatives of 
Australia, Ceylon, New Zealand and the United Kingdom expressed the opinion 
that although the gold and dollar reserves of the Sterling Area had markedly 
improved, these views gave undue weight to the favorable factors in the develop- 
ments of the past twelve months and that insufficient attention had been paid to 
the adverse factors operating in the present situation, the full force of which 
would not be felt until 1951. The representatives of Australia, New Zealand and 
the United Kingdom referred in particular to the new responsibilities which would 
be undertaken under the current rearmament programs. 

“No suggestion was made during the consultations that it would be appropriate 
for Chile, India or Pakistan to engage in any further general relaxation of their 
restrictions on imports from the Dollar Area, and the International Monetary 
Fund was of the opinion that no further relaxations in the case of these countries 
were feasible in the present circumstances. 

“The consultations accomplished a useful interchange of information and 
opinion, and the representatives of those governments whose restrictions were 
the subject of the consultations said that they had taken full note of the views 
expressed by other Contracting Parties and that these views would be conveyed 
to their governments for their consideration.” 
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whether the import restrictions contemplated are consistent with GATT 
(Art. XII, par. 4(a)) ; 

(b) Prior approval insofar as the general extent, degree of intensity, 
and duration of import restrictions are concerned (Art. XII, par. 4(c) ) ; 

(c) An ex-post advisory opinion as to whether quantitative restric- 
tions that are maintained or intensified are consistent with the terms 
of GATT (Art. XII, par. 4(a) and (b)); 

(d) An expression of views concerning conditions for the settlement 
of complaints raised against contracting parties maintaining restric- 
tions; after determining that restrictions are maintained inconsistently 
with Articles XII, XIII, and XIV of GATT, recommendation for modi- 
fication or withdrawal of restrictions; the release of contracting parties 
from specified obligations under GATT vis-a-vis contracting parties 
applying quantitative restrictions in a manner inconsistent with the 
terms of GATT (Art. XII, par. 4(d)) ; 78 

(e) Recommendations or rulings in respect to complaints of a con- 
tracting party that any benefit accruing to it under GATT is being 
nullified or impaired or that the attainment of any objective of GATT 
is being impeded as a result of action of another contracting party; 
determination in the course of a “Nullification or Impairment” pro- 
cedure that the circumstances of the case justify the release of a con- 
tracting party from obligations or from the granting of concessions 
pursuant to GATT (Art. XXIII) ; 

(f) The waiving of certain obligations involving problems concern- 
ing monetary reserves, balances of payments, and foreign exchange 
arrangements (Art. XXV). 


Consultation between Contracting Parties and Fund 


When consultations take place between the Contracting Parties and 
an individual contracting party on import restrictions imposed (or to 
be imposed) for balance of payments purposes, a comprehensive anal- 
ysis of the external financial position of the contracting party con- 
cerned in the context of the international financial situation will be 
the customary point of departure. 

The decisive factor in determining whether a contracting party is 
authorized to apply import restrictions to safeguard its external finan- 
cial position is the condition of its monetary reserves. If the monetary 
authorities of the contracting party have adequate foreign funds at 
their disposal to settle its international obligations (taking into account 
possible fluctuations), and if these funds are not declining and no 
imminent threat of a serious decline exists, the contracting party’s 
reserves do not need protection through import restrictions. Whether 


18The complaint procedure pursuant to Article XII, par. 4(d), cannot be 
applied to those quantitative restrictions which a contracting party alleges to 
have instituted on the basis of Article XV, par. 9(b). 
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monetary reserves are to be considered adequate (not “very low”) 
depends, in the broadest sense, on the member’s balance of payments 
prospects. 

The Contracting Parties will presumably accept the Fund’s opinion 
as to which foreign assets may be considered monetary reserves for 
the purpose of Article XII of GATT, since GATT itself does not define 
monetary reserves. The Contracting Parties will also rely on the 
Fund’s judgment as to the significance of various factors affecting the 
reserves or the need for reserves.’® 


Quantitative restrictions to make effective exchange measures 


Whether or not the criteria of Article XII, par. 2(a), are applicable 
(i.e., whatever its reserve position), a contracting party is authorized 
by Article XV, par. 9(b), of GATT to use quantitative restrictions 
to make effective exchange restrictions and exchange controls, provided 
that such exchange measures are “in accordance” with the provisions 
of the Fund Agreement or a special exchange agreement, and that the 
use of these quantitative restrictions is not directed to any other pur- 
pose than to make effective the exchange measures mentioned above, 
and/or to attain the effects envisaged by those quantitative restrictions 
which are applied in accordance with Articles XI, XII, XIII, and 
XIV of GATT.” 

In this connection, the following points should be noted: 

(a) A contracting party which is not a member of the Fund or does 
not operate under a special exchange agreement cannot take advantage 
of the provision of Article XV, par. 9(b), here discussed. 

(b) Exchange measures must be actually applied by the contracting 
party wishing to make the exchange measures more effective through 
quantitative measures. A contracting party which is authorized to 
apply exchange measures cannot choose to substitute for exchange 
measures quantitative restrictions with an effect equivalent to that of 
the permitted exchange measures. The actual application of exchange 
measures is requisite to their legitimate reinforcement (making “effec- 
tive”) by quantitative restrictions. 

(c) Quantitative restrictions under this provision cannot be used 
if they would have an effect other than (1) making authorized exchange 


19 Article XII, par. 2(a), of GATT expressly mentions special external credits 
— mgd available resources among the special factors to which due regard shall 

e paid. a 

20 Quantitative restrictions based on Article XV, par. 9(b), of GATT need not 
always serve balance of payments purposes since the underlying exchange 
measures do not always serve such purposes. Restrictions on current payments 
which are authorized by the Fund mostly—but not always—serve balance of 
payments purposes. In addition, restrictions on inflowing and outgoing capital 
transfers may be instituted for other than balance of payments purposes. 
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measures effective and (2) those effects permitted under Articles XI, 
XII, XIII, and XIV of GATT (for example, if they were to serve pro- 
tective purposes or to counteract dumping). 

(d) Since Fund members have almost complete freedom to regulate 
capital transfers by exchange measures, they will have broad possibili- 
ties of action in respect to making effective such exchange measures 
through quantitative restrictions. 

A contracting party by mere reference to Article XV, par. 9(b), can 
make wide use of quantitative restrictions to complement its authorized 
exchange system. 


III. Discriminatory Practices in the Field of 
Quantitative Restrictions 


Numerous provisions of GATT are designated to restrain contracting 
parties from applying discriminatory trade practices against each 
other. Article XIII, par. 1, containing a general prohibition of dis- 
crimination in export and import transactions, reads: 


No prohibition or restriction shall be applied by any contracting party 
on the importation of any product of the territory of any other contracting 
party or on the exportation of any product destined for the territory of 
any other contracting party, unless the importation of the like product of 
all third countries or the exportation of the like product to all third countries 
is similarly prohibited or restricted. 


The application of discriminatory trade restrictions vis-a-vis one 
contracting party by another is conditional upon the application of 
similar discriminations vis-a-vis all other contracting parties. If the 
most-favored-nation principle is to be applied to discriminatory quan- 
titative restrictions, the least favorable treatment has to be applied to 
all contracting parties. It seems that, from the aspects of legislative and 
administrative techniques, the most-favored-nation clause, as contained 
in Article I of GATT, is best suited to the field of tariffs and charges, 
whereas the clause requiring least favored treatment vis-a-vis all, as 
contained in Article XIII, is best suited to discriminatory quantitative 
restrictions. 

Discriminatory practices are frequently motivated by the wish of a 
contracting party either to spend or acquire, or not to spend or acquire, 
a certain currency. The consultative functions of the Fund extend to 
discriminatory trade practices whenever the Contracting Parties are 
dealing with problems concerning monetary reserves, balances of pay- 
ments, and foreign exchange arrangements. 

An enumeration, as given below, of those provisions of GATT apply- 
ing to discriminatory practices which may have a significant effect on 
the external financial position of contracting parties seems to be the 
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best means of conveying briefly the possible scope of the Fund’s con- 
sultative functions in this field. 


Exceptional transitional period arrangements 


In the postwar transition period, GATT permits broad deviations 
from the rule of nondiscrimination, as long as the necessity for pro- 
tecting foreign exchange reserves is widespread. 

Under Article XIV, par. 1, discriminatory deviations in the use of 
import restrictions are authorized to safeguard a contracting party’s 
external financial position. The contracting party must simultaneously 
avail itself of “transitional arrangements” in accordance with Article 
XIV of the Fund Agreement (or in accordance with a special exchange 
agreement). Contracting parties which are not members of the Fund 
cannot take advantage of Exceptional Transitional Period Arrange- 
ments unless they have concluded special exchange agreements author- 
izing transitional arrangements in the exchange field. GATT requires 
that policies used in connection with any of the Exceptional Transi- 
tional Period Arrangements shall (a) promote maximum development 
of international trade, and (b) expedite attainment of a balance of 
payments position which does not require resort to restrictive measures. 
GATT permits the following three categories of Exceptional Transi- 
tional Period Arrangements: 


Discriminatory import restrictions having an effect equivalent to 
transitional exchange arrangements authorized under Fund Agreement 
(Art. XIV, par. 1(b), of GATT). A contracting party applying import 
restrictions to safeguard its external financial position may, in using 
such restrictions, deviate from the rule of nondiscrimination in a 
manner that has an effect equivalent to those exchange restrictions 
which the contracting party may at that time apply under Article XIV 
of the Fund Agreement (or under an analogous provision of a special 
exchange agreement). 

Discriminatory import restrictions applied on March 1, 1948 (Art. 
XIV, par. 1(c), of GATT). A contracting party applying import 
restrictions to safeguard its external financial position, and which on 
March 1, 1948 was applying such import restrictions in a manner that 
deviated from the rules of nondiscrimination, may continue so to 
deviate, and may adapt such discriminatory deviations to changing 
circumstances. 

Discriminatory import restrictions in order to obtain additional im- 
ports (Annex J of GATT).”* A contracting party applying import 


21 Annex J applies only to the United Kingdom, Ceylon, Canada, Southern 
Rhodesia, Union of South Africa, and Syria, which exercised an option in favor 
of Annex J. The contracting parties here enumerated cannot apply discriminatory 
import restrictions on the basis of Art. XIV, par. 1(b) and (c) of GATT. 
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restrictions to safeguard its external financial position may relax such 
restrictions in a manner which departs from the rule of nondiscrimina- 
tion to the extent necessary to obtain additional imports. The levels 
of prices of products so imported (additional imports) should not be 
substantially higher than those for comparable goods available from 
other countries. The import transactions must not be part of an ar- 
rangement which would result in a reduction in the amount of gold 
and convertible currencies derived from exports to members not 
participating in such an arrangement. 


Other permitted discriminations 


In addition to exceptional transitional period arrangements, the con- 
tracting parties are permitted to practice discrimination as follows: 

(a) Contracting parties applying import restrictions to safeguard 
their external financial positions (Art. XII) may, with the prior consent 
of the Contracting Parties, apply them in a discriminatory manner in 
respect of a small part of their external trade. This measure is inde- 
pendent of whether or not the transitional exchange arrangements (in 
accordance with the Fund Agreement or a special exchange agreement) 
have been terminated.”? 

(b) A contracting party applying balance of payments restrictions 
may direct its exports in such a manner as to increase its earnings of 
convertible currencies (Art. XIV, par. 4). 

(c) A contracting party applying import restrictions to safeguard its 
external financial position under Article XII is authorized, until 
December 31, 1951, to discriminate in the application of those import 
restrictions if the discrimination does not involve a substantial de- 
parture from the rule of nondiscrimination and if as a result of the 
discrimination the contracting party is placed in a position to assist 
another country whose economy has been disrupted by war (Art. XIV, 
par. 3(b)). 

(d) Import restrictions to safeguard their external financial posi- 
tions (Art. XII) may be applied in a discriminatory manner by a 
group of contracting parties which have a “common” quota in the 
Fund against outsiders (which are not included in that “common” 
quota). In this way, as far as the discriminatory import restrictions 
are concerned, a free trade area will exist with reference to specified 
commodities among the contracting parties of an empire group which 
are covered by one membership in the Fund (Art. XIV, par. 3(a) ).23 


22 An interpretative note to Article XIV, par. 2, of GATT reads: 

“One of the situations contemvlated in paragraph 2 is that of a contracting 
party holding balances acquired as a result of current transactions which it finds 
itself unable to use without a measure of discrimination.” 

23 The Fund Agreement does not use the term “common” membership. How- 
ever, nonmetropolitan territories are covered by the membership in the Fund of 
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(e) GATT authorizes contracting parties to apply discriminatory 
quantitative restrictions having an effect equivalent to exchange restric- 
tions applicable by Fund members under the scarce currency provisions 
(Art. XIV, par. 5(a)). 

(f) Article XV, par. 9(b), of GATT authorizes the use of restrictions 
on imports and exports to “make effective” such (discriminatory and 
nondiscriminatory) exchange measures as are consistent with the Fund 
Agreement or with the terms of the respective special exchange agree- 
ment. (These measures are considered also in Section II.) 

(g) If discriminatory quantitative restrictions are “made effective” 
through siave trading operations, the provisions of GATT covering 
discriminatory quantitative restrictions also apply (Art. XI and XIII). 
In other words, the fact that the state (and not private residents) is 
engaging in foreign trade transactions does not affect the contracting 
party’s obligations under the rule of nondiscrimination. However, if 
foreign trade is conducted by a state monopoly, it may be difficult to 
ascertain whether the rule of nondiscrimination has been taken into 
account. 

(h) Discrimination in trade which may require Contracting Parties’ 
action (and consultation with the Fund as far as monetary aspects are 
concerned) is authorized in a number of other cases. International 
commodity and commodity control agreements, like preparatory meas- 
ures for customs unions and free trade areas, will by their very nature 
involve discrimination (Art. XX and XXIV). Discriminatory restric- 
tions are temporarily authorized to relieve critical shortages of essential 
goods (Art. XI), or in the postwar period to deal with such problems 
as the distribution of products in short supply, the control of prices, 
and the liquidation of war surpluses (Art. XX).** Film quotas may be 
discriminatory (Art. IV). 


IV. Findings and Determinations of the Fund 
General provision on findings and determinations 


The provision of Article XV, par. 2, of GATT that the Contracting 
Parties “shall consult fully” with the Fund “in all cases” when they 
deal with problems concerning the external financial position of con- 
tracting parties can mean only that the Contracting Parties do not 


their respective metropolitan territories. The provision of Article XIV, par. 3(a), 
of GATT may be used by a Fund member whose nonmetropolitan territories 
are contracting parties independently from their metropolitan territory (e.g., 
Southern Rhodesia). 

24 November 30, 1950, the Contracting Parties at Torquay agreed on a 
general waiver until January 1, 1952 of the obligations contained in the last 
paragraph of Part II, Article XX of GATT. 
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wish to take any significant action involving the external financial 
position of contracting parties without prior consultation with the 
Fund. The general provision requiring full consultation with the Fund 
does not, however, debar the Contracting Parties from using their own 
judgment (after having considered the opinion of the Fund) on 
“problems concerning monetary reserves, balances of payments or 
foreign exchange arrangements.” 

In addition to this provision, Article XV, par. 2, enumerates matters 
on which the Contracting Parties expressly wish to be guided, when 
formulating their over-all judgment, by the facts supplied and the 
opinions rendered by the Fund. The Fund may supply the Contracting 
Parties with (a) findings on statistical and other facts, (b) determina- 
tions as to whether exchange actions of individual contracting parties 
are authorized, and (c) determinations concerning specified questions 
in respect to monetary reserves. The circumstances are specified under 
which the Fund may designate certain facts, which it supplies, as 
“findings,” and certain opinions as “determinations”; these findings 
and determinations shall be “accepted” by the Contracting Parties 
when reaching their decision. The obligation to “accept” the findings 
of the Fund implies that the Contracting Parties must not, if they 
wish to base their action on “statistical and other facts,” base their 
action on facts other than those supplied by the Fund. If the Con- 
tracting Parties wish to disregard either the Fund’s “findings” or “de- 
terminations,” they can do so only by basing their action on factors 
other than those over which the Fund has the function of rendering 
“findings” or “determinations.” 


Subjects on which the Fund renders findings and determinations 


Findings on statistical and other facts. When the Fund is consulted 
by the Contracting Parties on a problem concerning monetary reserves, 
balances of payments, or foreign exchange arrangements (regardless 
of whether the consultation concerns quantitative restrictions or other 
topics), the Fund may on its own initiative, or upon request of the 
Contracting Parties, present to the Contracting Parties relevant find- 
ings on statistical and other facts relating to foreign exchange, mone- 
tary reserves, and balances of payments.”> These findings must be 
“accepted” by the Contracting Parties. 

The Fund will presumably base its findings on verifiable evidence. 
When the Fund cannot divulge confidential facts, it will inform the 
Contracting Parties to that effect. 


25 No doubt, the Fund’s fact-finding function extends also to consultations in 
the course of application of the provisions of a special exchange agreement. 
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Determination as to whether exchange actions of Contracting Parties 
are authorized. The Fund, when consulted by the Contracting Parties, 
may upon its own initiative or upon the request of the Contracting 
Parties render “determinations” as to whether actions of the Contract- 
ing Parties “in exchange matters” are “in accordance” with the Fund 
Agreement as far as Fund members are concerned, or with a relevant 
special exchange agreement as far as nonmembers of the Fund are 
concerned. The expression “action in exchange matters” covers a 
variety of situations. To be sure, all actions of a contracting party 
(except mere organizational measures) covered by the Fund Agreement 
or by a special exchange agreement will, in all likelihood, be considered 
as covered by the term “exchange matters.” Presumably all exchange 
actions of a contracting party, which are consistent with the provisions 
of the Fund Agreement, including the purposes of the Fund, may be 
considered to be “in accordance” with the Fund Agreement. 

The functions of the Contracting Parties in respect to a special ex- 
change agreement will consist principally of judging whether exchange 
actions are “in accordance” with that agreement. This is the reason 
for the Fund’s comprehensive consultative functions in the application 
of those agreements. 


Determinations concerning specified questions on monetary reserves. 
When a contracting party imposes (or envisages) import restrictions 
to protect its reserves, the Contracting Parties may be called upon to 
consider whether criteria included in Article XII, par. 2(a), are ap- 
plicable and thus make the contracting party’s action consistent with 
GATT.** The text of Article XII, par. 2(a), is given in footnote 12, 
above. 

When the Contracting Parties are considering cases involving the 
status of monetary reserves, as set forth in Article XII, par. 2(a), 
“determinations” will be supplied by the Fund.and, under Article XV, 
par. 2, the Contracting Parties shall accept these determinations where 
the intention is to reach a “final decision.” 27 

The Contracting Parties are required to reach their decisions in the 
light of all relevant factors provided for in GATT, and not merely on 


26 Questions involving these criteria may arise in “cases” other than those in- 
volving import restrictions. However, the occurrence of such other “cases” will 
be very exceptional. 

27 The relevant sentence of Article XV, par. 2, is the last sentence which reads: 


“The Contracting Parties, in reaching their final decision in cases in- 
volving the criteria set forth in paragraph 2(a) of Article XII, shall accept 
the determination of the Fund as to what constitutes a serious decline in the 
contracting party’s monetary reserves, a very low level of its monetary 
reserves or a reasonable rate of increase in its monetary reserves, and as to 
the financial aspects of other matters covered in consultation in such cases.” 
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the basis of those concerning which the Fund renders determinations 
(e.g., the Contracting Parties have to consider also employment prob- 
lems). The over-all “final” decision as to whether and to what extent 
a contracting party’s import restrictions are necessary, and the over-all 
considerations concerning the commercial effects of such restrictions, 
are exclusively in the province of the Contracting Parties, although in 
reaching such “final decision” the determination of the Fund will be, 
no doubt, a very weighty element. 


Terms requiring further clarification 


Three expressions in the last sentence of Article XV, par. 2, are 
briefly analyzed here, in order to make clearer the circumstances under 
which the Fund is expected to make determinations: (1) “criteria” 
set forth in Article XII, par. 2(a), (2) “cases” involving these criteria, 
(3) “other matters” on which the Fund renders determinations from 
the financial point of view. 


“Criteria.” The “facts” in Article XII, par. 2(a), (see fn. 12) are 
set forth as criteria in order to enable both the Contracting Parties and 
the individual contracting party concerned to test whether (and to 
what extent) import restrictions are necessary (and consequently 
authorized). The “extent” of these import restrictions will probably 
be “measured” in terms of the value of foreign exchange which will 
be saved. One or more of the criteria compose the yardsticks for 
determining whether (and to what extent) import restrictions are 
authorized under Article XII of GATT. 


“Cases” involving criteria. Determinations will be rendered by the 
Fund when the Contracting Parties consult the Fund in “cases” in- 
volving the above criteria. Generally speaking, one or more of the 
criteria will be involved in all consultations on the institution, main- 
tenance, intensification, relaxation, or removal of import restrictions. 
The Fund will render determinations only in “cases” which actually 
concern one or more individual contracting parties. Abstract problems 
related to monetary reserves (for example, whether there is widespread 
disequilibrium as mentioned in Article XII, par. 5, of GATT), on which 
the Fund is consulted in the interest of the community of contract- 
ing parties, will not constitute a “case” from the point of view here 
discussed. 


“Other matters.” “Other matters” are those on which the Fund can 
render determinations only from “financial” aspects and not from any 
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relevant aspect. Financial aspects include the domestic and external 
monetary, fiscal, credit, and investment position of the contracting 
party; and inflationary and deflationary movements in connection 
with the import restrictions considered. The term “other matters” 
applies, inter alia, to the existence of an imminent serious threat 
to monetary reserves, the domestic and external causes of the threat, 
the nature of the balance of payments difficulties requiring import 
measures, corrective measures alternative to import restrictions, pos- 
sible effects of the import restrictions, and effects of the alternative 
measures on the economies of other contracting parties. 


V. Exchange Matters Regulated by GATT 


A variety of subjects in the exchange field are regulated by GATT. 
Some were included because the governments concluding GATT con- 
sidered them as falling within the framework of “commercial policy” 
(for example, most-favored-nation treatment of charges in connection 
with exchange licenses on imports). In the interest of orderly trade 
relations, it was also thought proper to control the exchange policies 
of nonmembers of the Fund, for example, by special exchange agree- 
ments. 


Standards for quantitative restrictions coordinated with those for 
exchange restrictions 


GATT contains a number of provisions tending to coordinate regu- 
lations and policies as to restrictions on payments and transfers with 
quantitative restrictions. One of these provisions is contained in 
Article XV, par. 5, which reads: 

If the Contracting Parties consider, at any time, that exchange restrictions 
on payments and transfers in connection with imports are being applied by 
a contracting party in a manner inconsistent with the exceptions provided for 
in this Agreement for quantitative restrictions, they shall report thereon to 
the Fund. 

No doubt, the intention of this provision is to suggest that adverse 
effects, resulting from differing standards applied to discrimination in 
respect to exchange and quantitative restrictions, should be avoided. 
Article XV, par. 5, of GATT covers exchange restrictions applied by 
contracting parties which (a) are Fund members, (b) operate under 
a special exchange agreement, or (c) are not Fund members and have 
not entered into a special exchange agreement. 

The effect of a report in accordance with Article XV, par. 5, may 
vary according to the above three categories as follows: 

(a) If a Fund member applies exchange restrictions in a manner 
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which would conflict with GATT if those exchange restrictions were 
import restrictions, but the exchange restrictions are “in accordance” 
with the Fund Agreement, the Fund member is authorized to apply 
them, under Article XV, par. 9(a), of GATT. If, however, the exchange 
measures are inconsistent with the Articles of Agreement of the Fund, 
the Fund will presumably take appropriate measures. 

(b) If a contracting party is operating under a special exchange 
agreement, the Fund will advise the Contracting Parties along lines 
similar to those indicated above for Fund members. 

(c) If the contracting party is not subject to a special exchange 
agreement or to the Fund Agreement, the Fund will presumably advise 
the Contracting Parties as to the repercussions of the exchange action 
on the external financial situation of the contracting parties concerned. 
The Fund will also consider the “frustrating” effect of the contracting 
party’s action, following Article XV, par. 4, of GATT.”* 


Survey of exchange matters regulated by GATT 


The various GATT provisions which deal, directly or indirectly, with 
exchange problems may now be surveyed. 


GATT obligations concerning use of authorized exchange measures. 
Article XV, par. 9(a), contains a sweeping provision on the coordina- 
tion of the obligations of a contracting party concerning its exchange 
actions under the provisions of GATT with its obligations under the 
Fund Agreement (or a corresponding provision of a special exchange 
agreement). This provision reads: 

Nothing in this Agreement shall preclude: 

(a) the use by a contracting party of exchange controls or exchange restric- 
tions in accordance with the Articles of Agreement of the International 
Monetary Fund or with that contracting party’s special exchange agreement 
with the Contracting Parties. 

From this provision it is evident that, if an exchange action is 
covered by the term “exchange controls or exchange restrictions,” then 
the fact that its application is “in accordance” with the Fund Agree- 
ment (or a special exchange agreement) creates an exemption from any 
limitations which GATT may contain in respect to the application of 
such action. Thus, if a contracting party’s exchange actions are author- 
ized by the Fund, the frustration provision of Article XV, par. 4, of 
GATT cannot preclude the use of such exchange measures. This 
exemption does not apply to exchange restrictions and controls which 
are not “in accordance” with the Fund Agreement (or special exchange 

28 Article XV, par. 4, of GATT reads: 

“Contracting parties shall not, by exchange action, frustrate the intent of the 


provisions of this Agreement, nor, by trade action, the intent of the provisions of 
the Articles of Agreement of the International Monetary Fund.” 
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agreement). Consequently, Article XV, par. 9(a), does not cover (a) 
exchange restrictions and controls of those contracting parties which 
are not members of the Fund and have not entered into a special ex- 
change agreement, or (b) exchange restrictions and controls (of Fund 
members) which are inconsistent with the Fund Agreement, and ex- 
change restrictions and controls (of contracting parties operating under 
a special exchange agreement) which are inconsistent with the pro- 
visions of a special exchange agreement. 


Protection of Fund against frustrating trade action. Article XV, 
par. 4, requires that contracting parties do not frustrate the intent of 
the provisions of the Fund Agreement “by trade action.” The scope 
of this provision embraces also “trade actions” which, in the absence 
of the provision of Article XV, par. 4, would be consistent with GATT. 
The provision applies to all contracting parties whether or not members 
of the Fund. 


Protection of GATT against frustrating action in exchange field. 
Article XV, par. 4, requires that contracting parties do not frustrate 
the intent of the provisions of GATT by exchange action. In the light 
of Article XV, par. 9(a), this provision applies principally to exchange 
action which is not “in accordance” with the Fund Agreement or is not 
consistent with the provisions of a special exchange agreement. 


Most-favored-nation treatment of charges on exchange transactions. 
Article I of GATT requires contracting parties to accord to other 
contracting parties immediately and unconditionally most-favored- 
nation treatment concerning any charge imposed on the international 
transfer of payments for imports and exports. This provision may, at 
first sight, appear to limit the freedom of action of contracting parties 
operating under the Fund Agreement or a special exchange agreement. 
(For example, it would appear that Article I of GATT prohibits the 
application of discriminatory charges by a member on transfers of 
payments to hard currency countries even if such charges are con- 
sistent with the Fund Agreement.) The apparent conflict is dispelled, 
however, if the provision of Article I is read in the light of Article XV, 
par. 9(a), which shows that the most-favored-nation clause does not 
apply to those exchange charges that can qualify as authorized ex- 
change restrictions. The Contracting Parties will consult with the 
Fund as to whether a discriminatory exchange charge may be con- 
sidered “in accordance” with the Fund Agreement. 

\ 


Special exchange agreements. GATT requires contracting parties to 
adhere to the Fund or, failing that, to enter into a special exchange 
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agreement with the Contracting Parties, which shall provide that the 
objectives of GATT will not be frustrated by the exchange policies of 
the contracting party.” The special exchange agreement is intended 
to be a substitute for Fund regulations, subjecting nonmembers of 
the Fund to certain rules in respect to exchange stability and ex- 
change restrictions. The Contracting Parties and the Fund cooperated 
closely in the preparation of the text of the special exchange agree- 
ment, and the administration of these agreements also requires close 
collaboration. The Fund, upon request of the Contracting Parties, will 
determine in the course of consultations whether a contracting party’s 
action with respect to exchange matters is in accordance with the 
terms of a special exchange agreement (Art. XV). Actually, three 
special exchange agreements have been signed: the one concluded be- 
tween the Contracting Parties and Ceylon, in effect between April 2 
and August 29, 1950, when Ceylon accepted membership in the Fund; 
the one signed by Haiti to become effective February 23; and the 
one signed by Indonesia, to become effective February 25. The texts 
of these special exchange agreements are to be published in the Treaty 
Series of the United Nations. 

The text of a special exchange agreement covers the following four 
groups of related obligations: (a) general collaboration on exchange 
stability with other contracting parties, (b) establishment of a par 


value of the contracting party’s currency governing certain gold trans- 
actions and exchange rates, (c) par value changes to be made only 
after consultation with Contracting Parties (or with their prior ap- 
proval) and only to correct a fundamental disequilibrium, and (d) the 
subjecting of restrictions on international payments to prior approval 
of the Contracting Parties. 


Conversion rates in customs valuation. As a general rule, when 
conversion is needed for customs valuation purposes, the Contracting 
Parties are required to convert foreign currency into their own cur- 
rency on the basis of agreed par value rates. If no par value has been 
established for either or both of the respective currencies (those of the 
exporter and importer), the conversion rates shall reflect the cur- 
rent valuation in commercial transactions of the currencies involved. 
Where both the exporting and importing countries have agreed par 


29 A contracting party is not required to conclude a special exchange agree- 
ment so long as it uses solely the currency of another contracting party and so 
long as neither the contracting party nor the country whose currency is being 
used maintains exchange restrictions, provided further that the Contracting 
Parties are not of the opinion that the absence of a special exchange agreement 
may result in frustrating any provision of GATT. This special provision, based 
on a Resolution of the Contracting Parties adopted at the Third Session at 
Annecy, applies actually to Liberia only. 
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values, and the exporting country employs multiple currency practices 
consistently with the Fund Agreement, the importing country may 
choose to convert the exporting country’s currency either according to 
par value rates or according to rules to be issued by the Contracting 
Parties in agreement with the Fund (Art. VII of GATT). 


Restriction on amount of charges raised in connection with imports 
and exports. Contracting parties imposing any kind of charges in con- 
nection with imports and exports (including the administration of ex- 
change controls) shall limit the amount of the charges to the approxi- 
mate cost of services rendered. The imposition of these charges should 
not result in indirect protection or revenue. Contracting parties should 
put this principle into effect “at the earliest practicable date” (Art. 
VIII) .*° 

According to an interpretative note to Article VIII, GATT condemns 
“the use of exchange taxes or fees as a device for implementing multiple 
currency practices.” The note also states that Article VIII of GATT 
requires that such charges (and multiple currency practices) be elimi- 
nated at the earliest practicable date even if they are approved by the 
Fund. Furthermore, the note implies that if such exchange charges are 
used with the approval of the Fund for other than balance of payments 
purposes (fiscal purposes or protection of domestic markets), they 
must be eliminated forthwith, i.e., their elimination cannot be delayed 
until “the earliest practicable date.” ** 

The present version of Article XV, par. 9(a), of GATT, which im- 
plicitly modifies Article VIII and its interpretative note, is of more 


30 Article VIII, par. 1 and 2, are as follows: 

“1, The contracting parties recognize that fees and charges, other than duties, 
imposed by governmental authorities on or in connection with importation or 
exportation, should be limited in amount to the approximate cost of services 
rendered and should not represent an indirect protection to domestic products 
or a taxation of imports or exports for fiscal purposes. The contracting parties 
also recognize the need for reducing the number and diversity of such fees and 
charges, for minimizing the incidence and complexity of import and export 
formalities, and for decreasing and simplifying import and export documenta- 
tion requirements. 

“2. The contracting parties shall take action in accordance with the principles 
and objectives of paragraph 1 of this Article at the earliest practicable date. 
Moreover, they shall, upon request by another contracting party, review the 
operation of any of their laws and regulations in the light of these principles.” 

31 The interpretative note to Article VIII reads as follows: 


“While Article VIII does not cover the use of multiple rates of exchange 
as such, paragraphs 1 and 4 condemn the use of exchange taxes or fees as a 
device for implementing multiple currency practices; if, however, a con- 
tracting party is using multiple currency exchange fees for balance-of-pay- 
ments reasons with the approval of the International Monetary Fund, the 
provisions of paragraph 2 fully safeguard its position since that paragraph 
merely requires that the fees be eliminated at the earliest ple A date.” 
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recent origin (Third Session at Annecy) than Article VIII and the 
interpretative note.*? In addition, the very text of Article XV, par. 9, 
explicitly states that no other provision of GATT shall preclude the 
use of authorized exchange restrictions. 

To sum up: If exchange charges (whether or not in the form of 
multiple currency practices) are applied by a contracting party “in 
accordance” with the Fund Agreement, or with the provisions of a 
special exchange agreement, respectively, the limitations of Article VIII 
do not preclude their use. 


Publication and administration of trade and exchange regulations. 
Contracting parties shall promptly publish their respective regulations, 
judicial decisions, and administrative rulings relating to the transfer 
of payments for imports and exports. Such measures shall not be put 
into effect before they have been officially published. They shall be 
administered in a uniform, impartial, and reasonable manner (Art. X). 


Import and export of gold. In connection with the import or export 
of monetary gold, contracting parties shall not apply trade measures 


which discriminate among contracting parties in an arbitrary or un- 


justifiable manner or which represent a disguised restriction on trade 
(Art. XX). 


Currency problems attached to Schedules of Concessions. The 
Schedules of Concessions annexed to GATT contain the lists of duties, 
charges, and margins of preferences. Article II of GATT includes 
various general regulations concerning these concessions, inter alia, the 
following provisions dealing with certain foreign exchange problems: 


(a) Methods of converting currencies. Under Article II, par. 3, a 
contracting party cannot alter its method of converting currencies so 
as to impair the value of any of the concessions granted to other con- 
tracting parties. This pertains principally to alterations of conversion 
“methods” affecting the value of concessions which have an effect 
similar to an increase of tariffs on the competitive situation of im- 
porters. For example, an alteration of the method of conversion would 
affect the value of concessions if the competitive position of an importer 
vis-4-vis a domestic producer in respect to a certain product was 
rather favorable for the importer at the time of granting the concession, 
and later, as a consequence of a change in a currency practice (e.g., 
the institution or alteration of exchange certificate arrangements), 
the competitive situation were altered in a manner which would put 
the importer in a less favorable position. 


82 The former text of Article XV, par. 9, was amended at the Third Session 
to make explicit that nothing in GATT shall preclude the application of author- 
ized exchange measures. 








458 IMF STAFF PAPERS 


If the exchange measures which affected the changes in conversion 
methods are inconsistent with the provisions of the Fund Agreement, 
or a corresponding provision of a special exchange agreement, they are 
also inconsistent with Article II, par. 3, of GATT. If, however, the 
alteration of the conversion method is based on exchange measures 
(exchange restrictions or exchange controls) which are authorized by 
the Fund Agreement or a special exchange agreement, they are ex- 
empted, under Article XV, par. 9(a), of GATT, from the limitations of 
the provision of Article II, par. 3. 

(b) Effect of reduction of par value on specific duties and charges. 
According to Article II, par. 6(a), of GATT, specific duties and charges 
(including margins of preference) of Fund members “are expressed in 
the appropriate currency at the par value accepted or provisionally 
recognized by the Fund at the date of this agreement.” ** If a con- 
tracting party which is a Fund member reduces its par value, con- 
sistently with the Fund Agreement, by more than 20 per cent, it is 
authorized, with the consent of the Contracting Parties, to adjust (pre- 
sumably to increase) its specific duties, charges, and margins of prefer- 
ence, taking account of the changed par value. The Contracting Parties 
may concur with such adjustment only if it does not impair the value 
of the original concessions. 

The provision of Article II, par. 6(a), applies to those contracting 
parties (Fund members) which adhered to GATT from its establish- 
ment. Article II, par. 6(b), contains an analogous provision concern- 
ing contracting parties which became members of the Fund later than 
the date of GATT, and also concerning those contracting parties which 
operate under a special exchange agreement. However, the possibility 
of adjustment of concessions under this title is not open if (1) a con- 
tracting party reduced its par value inconsistently with the Fund Agree- 
ment or inconsistently with its special exchange agreement; (2) Fund 
members or contracting parties which operate under a special exchange 
agreement do not have agreed par values; and (3) a contracting party 
is neither a Fund member nor operating under a special exchange 
agreement. 

(c) Reference in Article II, par. 6(a), to par values “provisionally 
recognized by the Fund.” This term requires some elucidation. The 
Fund Agreement does not contain provisions concerning “provisionally 
recognized” par values.** The legislative history of Article II, 


88 The provisions of Article II, par. 6(a), are not applied by Chile since its 
Schedule of Concessions contains the following observation: “The duties in- 
cluded in the present Schedule VII are expressed in Chilean gold pesos of 0.183057 
grammes of fine gold.” Neither are they applied by Nicaragua, whose Schedule 
contains the following: “The duties included in the present Schedule are ex- 
pressed in Nicaraguan Gold Cordobas (one Gold Cordoba equals one Dollar, 
currency of the United States of America).” 

84 There was intentionally no reference to provisional par values or provisional 
exchange rates in the Fund Agreement. (See Documents 177, 294, 333, 370, and 
374, in Proceedings and Documents of United Nations Monetary "and Financial 
Conference, Vol. I, pp. 220, 486, 554, 597, and 604). 
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par. 6(a), clearly shows that the expression “par value provisionally 
recognized by the Fund” was intended to designate par values com- 
municated to the Fund in accordance with Article XX, Section 4(a), 
of a Fund Agreement, which have not yet been agreed upon with the 
Fund. 


Dumping and subsidy by means of multiple currency practices. 
Article VI of GATT “condemns” dumping. It authorizes a contracting 
party whose interests are adversely affected by dumping practices to 
levy an anti-dumping duty to offset or to prevent dumping. The Article 
also authorizes a contracting party to levy on the importer a “counter- 
vailing duty” to offset bounties or subsidies of exporters. 

According to an interpretative note to the Article, competitive ad- 
vantages attained by an exporting country which are the result of 
partial depreciation by multiple currency practices in that country 
may be met by the importing country with anti-dumping duties.** 
Furthermore, if a country subsidizes its exports through the medium 
of multiple currency practices (e.g., by establishing for the earnings 
of foreign exchange for specified commodity exports buying rates higher 
than par value rates) in order to attain competitive advantages in the 
market of an importing country, the importing country may offset the 
competitive advantages by a countervailing duty.** 

Assume that the exporting country used multiple currency practices 
consistently with the Fund Agreement, and that these practices in- 
creased its competitive advantages in an import market. The importing 
country would, however, protect the established competitive position 
of its domestic producers through anti-dumping or countervailing 
duties. Could the exporting country justifiably complain that the 
importing country is frustrating by trade action the intent of the pro- 
visions of the Fund Agreement (Art. XV, par. 4, of GATT)? There 
is an apparent conflict between the frustration clause and the note on 
countervailing duties. It could be argued that the authority of the 
exporting country to apply a multiple currency practice does not imply 
an obligation of other contracting parties (importers) to adjust or 
maintain their tariff regime in a manner such that the exporting 
country could make effective use of the competitive advantage resulting 
from the multiple currency practice. 


35 The interpretative note states that: 


“Multiple currency practices can in certain circumstances constitute a 
subsidy to exports which may be met by countervailing duties under para- 
graph 2 or can constitute a form of dumping by means of a partial depre- 
ciation of a country’s currency which may be met by action under para- 
graph 1 of this Article. By ‘multiple currency practices’ is meant practices 
by governments or sanctioned by governments.” 


36 The provision of Article II, par. 3, of GATT has no bearing upon the prob- 
lem here discussed. 
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VI. Commercial, Development, and Employment Policies 


The most important items in the field of commercial, development, 
and employment policies which may involve problems relative to the 
external financial positions of contracting parties, and consequently 
consultation with the Fund, are the following: 


Measures to promote economic development and reconstruction (Art. 
XVIII) 


Measures to promote economic development and reconstruction may 
involve a number of complex problems affecting the external financial 
position of a contracting party. It is noteworthy that a considerable 
number of quantitative restrictions have been applied under this title 
by contracting parties. According to general practice, the Contracting 
Parties are carefully considering every protective measure instituted 
under this title. 


Export subsidies (Art. XVI) 


Article XVI of GATT does not restrict export subsidies; it only 
opens the way to consultations with a view to limiting them. The Fund 
presumably will be consulted if the Contracting Parties deal with ex- 
change problems in this connection. 


Agreements leading to customs unions and free trade areas (Art. 
XXIV) *" 


Agreements made in preparation for customs unions or for free trade 
areas may cover various discriminatory measures in the fields of ex- 
change practices and quantitative restrictions, and may consequently 
require consultation with the Fund. 


Intergovernmental commodity agreements (Art. XX) 


Intergovernmental commodity agreements frequently deal with or 
reflect on exchange problems which directly affect the external financial 
positions of contracting parties. To that extent presumably the Fund 
will be consulted by the Contracting Parties. 


87 In a customs union, the members of the union apply substantially the same 
duties and commerce regulations to trade with countries not included in the 
union. In a free trade area, two or more customs territories are connected in a 
group in which the duties and other restrictive regulations of commerce are 
eliminated in respect to products originating in the constituent territories of the 
group. Vis-4-vis nonmembers of the group, each member of the group may 
apply a separate customs regime and separate restrictions. 
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Balance of payments aspects of full employment policy (Art. 3 and 5 
of Geneva draft) 


GATT itself contains very few references to employment policies 
(e.g., Art. XII, par. 3). The Contracting Parties’ jurisdiction over em- 
ployment policies originates in the provision that contracting parties 
must observe, to the fullest extent of their executive authority, the 
general principles of the Geneva draft of the ITO Charter (Art. XXIX 
of GATT), which contains several provisions on employment policies. 
For example, the Geneva draft (Art. 3 and 5) requires that govern- 
ments maintain full and productive domestic employment. The meas- 
ures applied for the maintenance of full employment must not, however, 
involve the creation of balance of payments difficulties for other coun- 
tries. A contracting party when carrying out, without resorting to 
trade restrictions, the general principles of the Geneva draft on the 
maintenance of domestic employment may be handicapped by diffi- 
culties in maintaining its external financial position. One major factor 
causing these difficulties may be a persistent export surplus of another 
member. At the same time that the handicapped member takes ap- 
propriate action to correct its difficulties, the country with the strong 
export balance must make its full contribution toward assisting in the 
correction of the situation.** 


VII. Organization and Procedure 


One of the fundamental characteristics of GATT is that it does not 
provide the bureaucratic machinery customary in international agen- 
cies. Administrative routine functions are managed on a provisional 
basis by the Secretariat of the Interim Commission of the International 
Trade Organization in Geneva. 

GATT envisages an agreement with the Fund on procedure for con- 
sultation.®® Although no comprehensive agreement exists yet, a number 
of informal understandings on various problems of consultative pro- 
cedure have been reached. Effective cooperation between the agen- 


38 Article 5 of the Geneva draft reads as follows: 

“Removal of Maladjustments within the Balance of Payments. 1. In the event 
that a persistent maladjustment within a Member’s balance of payments is 
a major factor in a situation in which other Members are involved in balance- 
of-payments difficulties which handicap them in carrying out the provisions of 
Article 3 without resort to trade restrictions, the Member shall make its full 
contribution, while appropriate action shall be taken by the other Members 
concerned, towards correcting the situation. 2. Action in accordance with this 
Article shall be taken with due regard to the desirability of employing methods 
which expand rather than contract international trade.” 

89 Article XV, par. 3 of GATT reads: 

“The Contracting Parties shall seek agreement with the Fund regarding pro- 
cedures for consultation under aes 2 of this Article.” 
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cies of each Government which represent that Government in the Fund 
and in the Contracting Parties is a prerequisite to fruitful collaboration 
between the Fund and the Contracting Parties. 

The Contracting Parties have met in five sessions, the last one, in 
Torquay, England, terminating in December 1950. The lack of ade- 
quate machinery for intersessional conduct of the affairs of the Con- 
tracting Parties has led to difficulties. It has been suggested that a 
permanent committee and a permanent secretariat be established. This 
suggestion will be considered at the Sixth Session of the Contracting 
Parties in September 1951 at Geneva. The attitude of the Government 
of the United States 4° and of the United Kingdom “ in this respect 


40 The US. Department of State issued the following press release on December 
6, 1950: 

“The Governments participating in the General Agreement on Tariffs and 
Trade, now meeting in Torquay, England, will shortly take up the question of 
the future administration of the Agreement. 

“In anticipation of this discussion, the executive agencies of this Government 
have reviewed the status of legislation affecting American participation in the 
General Agreement. This includes the Reciprocal Trade Agreements Act, which 
is scheduled to expire on June 12, 1951, the proposals to simplify our customs law 
and regulations, and the proposed Charter for an International Trade Organi- 
zation. 

“As a result of this review the interested agencies have recommended and the 
President has agreed, that while the proposed Charter for an International Trade 
Organization should not be resubmitted to the Congress, Congress should be 
asked to consider legislation which will make American participation in the 
General Agreement more effective. The many serious problems now facing our 
Congress and the legislatures of other countries, require that we concentrate on 
the trade programs that are most urgently needed and will most quickly produce 
concrete resuits. 

“We must, of course, continue the Trade Agreements Act. This has become a 
fundamental part of our foreign policy. In addition, we should continue to 
build upon the trade-agreements program by developing machinery for the 
administration of the General Agreement so as to permit it to operate more 
continuously and effectively. 

“The General Agreement on Tariffs and Trade came into force provisionally 
on January 1, 1948. It is the first multi-nation trade agreement concluded under 
the Trade Agreements Act. It is a landmark in the history of international com- 
mercial relations and represents the most constructive effort ever undertaken 
for the simultaneous reduction of trade barriers among the nations of the free 
world. Thirty-two governments are at present parties to the Agreement and 
seven more are expected to join at the conclusion of the tariff negotiations 
now being conducted at Torquay, England. 

“The General Agreement has achieved remarkable results. There has not, 
however, been any administrative machinery to permit continuing consultation 
among the participating countries on the problems that arise in interpreting and 
applying the Agreement. This has been a serious handicap, since it has been 
difficult to handle matters of this kind solely through the semi-annual sessions 
of the participants themselves. It is important that this handicap be removed 
promptly ‘f the Agreement is to do its full part in increasing trade among the 
free nations and in eliminating the commercial causes of international friction. 

“To meet the need for improved organization, the United States will suggest 
to the other governments concerned the creation of the necessary administra- 
tive machinery, including a small permanent staff. Appropriate legislative au- 
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will be of decisive importance. The questions of organization and pro- 
cedure to be considered at the Sixth Session are also relevant to the 
Fund’s relations with the Contracting Parties. 


BIBLIOGRAPHICAL NOTE 
The following sources provide additional references: 


The General Agreement on Tariffs and Trade (Amended Text) and Texts of 
Related Documents. U.S. Department of State Publication 3758 (February 1950) 


Provisional Consolidated Text of the General Agreement on Tariffs and Trade 
and _— of Related Documents. H.M. Stationery Office, Cmd. 8048 (September 
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Extension of Reciprocal Trade Agreements Act. Hearings before the Committee 
on Finance, United States Senate, 81st Congress, Ist Sess., Parts 1 and 2 


Trade Agreements Extension Act of 1961. Hearings before the Committee on 
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US. Tariff Commission. Operation of the Trade Agreements Program. Second 
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thority for this purpose will be sought in connection with renewal of the Trade 
Agreements program. 

“Before United States participation in the General Agreement can be made 
fully effective it will be necessary to simplify our customs laws and regulations 
in some respects. Certain provisions of the Agreement cannot be applied until 
this has been done. The Customs Simplification Bill introduced in the Congress 
last spring would accomplish most of the needed improvements in the customs 
laws. Congressional action in this field will again be requested next year.” 


41 The President of the Board of Trade gave on February 8, 1951 the following 
written answers in the House of Commons to a question on ITO and GATT: 

“As was made plain at the end of the Havana Conference, His Majesty’s 
Government had intended to recommend to Parliament in due course, if cir- 
cumstances proved favourable, that the United Kingdom should ratify the 
Havana Charter. In the light however of more recent developments, His Majesty’s 
Government have come to the conclusion that there is no prospect in view of the 
International Trade Organization envisaged by the Havana Charter being estab- 
lished and developed as an effective instrument for fostering international trade. 

“The House will no doubt be aware in this connection of the recent announce- 
ment by the United States Administration that they do not intend to submit 
to the new Congress the proposal that the United States should ratify the 
Charter. In these circumstances, His Majesty’s Government would not in any 
case propose to recommend to Parliament that the United Kingdom should 
ratify the Charter. 

“This change in the situation with regard to the Charter, and the intention 
of the United States Administration to support the continuation and the develop- 
ment of the organisation of the General Agreement on Tariffs and Trade in lieu 
of the proposed International Trade Organisation, create a new situation which 
will require careful examination before His Majesty’s Government determine 
their attitude, particularly as to whether and how the General Agreement could 
be converted into an appropriate continuing instrument. The undertaking given 
in 1948, that opportunity would be afforded for debate in Parliament before any 
decision by His Majesty’s Government to ratify the General Agreement would 
be implemented, of course, still stands.” 
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A Note on Payments Relations between 
Latin American and EPU Countries 


Fernando A. Vera * 


ART OF LATIN AMERICAN TRADE with countries of the 

European Payments Union is conducted on a dollar basis, part on 
a sterling basis, and the remainder on the basis of other currencies. 
The payments, clearing, and compensation arrangements of Latin 
American countries with Europe differ widely from country to country 
and are subject to frequent change, making difficult a precise division 
of Latin America into “dollar area” and “nondollar area” countries. 
Some Latin American countries which have “Bilateral Accounts” with 
the sterling area are “dollar countries” insofar as continental European 
countries are concerned. Other Latin American countries, however, 
which are classified in the “American Account” group of the sterling 
area, have bilateral arrangements with some continental countries. 

Certain bilateral payments agreements between Latin American and 
European countries provide that freely disposable U.S. dollars shall 
be used as the means of effecting commercial payments (e.g., the agree- 
ment between Uruguay and Italy and that between Peru and Western 
Germany). Other agreements, in contrast, employ the US. dollar as 
a unit of account (“restricted” dollars); the mechanism of current 
settlements, however, is designed to avoid payment in freely disposable 
US. dollars, and only final settlement at the termination of the agree- 
ment is to be effected in freely disposable U.S. dollars, other agreed 
currencies, or gold. (See Table 1.) 

With countries that are classified in the American account group by 
the U.K. Exchange Control, U.K. trade is in effect conducted on a 
dollar basis, under a mechanism whereby the United Kingdom makes 
payments in sterling which is convertible into dollars whenever the 
recipient country so requests. In this group are the Central American 
countries, the Caribbean countries, and Colombia, Venezuela, Ecuador, 
and Bolivia. 

The Latin American countries included in the American account 
group of the sterling area do not coincide exactly with the countries 


* Mr. Vera, economist in the Latin American Division (South), was educated 
at the University of Asuncién, Paraguay and at Ohio State University. He was 
ae Faculty Member of the National School of Commerce, Asuncién, 

araguay. 
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Taste 1. Summary oF Payments RELATIONSHIPS BETWEEN LATIN AMERICAN 
Countries AND EPU Countries as or JANuaRY 31, 19511 
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French Belgian 





Sterling Franc Monetary Nether- Western 

Area Area Area lands Italy Germany 
Argentina ...... BAC IC FF RC BF2RC G RC R$ RC R$ RC 
PAG s6cdsesesc BAC IC FF UC BF RC Cr IC R$ RC R$ IC 
Uruguay ....... BAC IC R$ RC BF RC G RC $ RC R$ IC 
Paraguay ....... BAC IC R$ IC — G RC _— R$ RC 
EME cocewceenwe BAC IC FF IC —_ — R£ IC $ 
CLT eee TAC#IC R$5IC — — 6 R$7 IC 
BOWVIR occ.ce cece AAC FF IC BF IC oo — _ 
Colombia ...... AAC 9 BF IC 10 _ R$ RC 
Ecuador ........ AAC R$ IC — _— — R$ RC 
Mexico ......... AAC FF-MP IC — — 11 $ RC 
Cuba, Venezuela, 

Dominican Re- 


— ~—. 
anama, Hon- 

duras, Costa rp AAC 
Rica, Nicara- 
gua, El Salva- 
dor, Guatemala } 








1 For the sterling area, the first column indicates the type of account provided 
for under the agreement; for the other areas or countries, it denotes the cur- 
rency for current payments. For all areas and countries, the second column indi- 
cates the kind of credit—if any—that is provided for under the agreement; a 
blank in that column indicates that no credit feature exists. A dash (—) indi- 
cates that no bilateral payment, clearing, or compensation agreement exists 
between the two countries; in these cases payments are usually made in dollars. 
The following abbreviations are used in the table: 


Sterling area 
AAC American Account country 
BAC Bilateral Account country 
TAC Transferable Account country 


Other areas and countries 
BF 


Belgian franc SK Swedish kronor 
Cr Cruzeiros $ US. dollars, freely dispos- 
DK _ Danish kroner able 
E oe, 
FF rench francs ici i = 
G Guilders IC Implicit credit (the settle 


ment of accounts at speci- 
fied intervals implies an 
interim extension of 


MP Mexican pesos 
NK _ Norwegian kroner 
R£ Sterling used as currency of 


account in clearing and credit) : 
compensation agreements RC Reciprocal credit 

R$ US. dollar used as currency UC Unilateral credit granted by 
of account in clearing and the Latin American coun- 
compensation agreements try to its European 


SF Swiss francs partner 
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Por- Switz- 
Sweden Norway Denmark tugal erland Austria 
SK RC NK IC DK RC E 3 SF IC R$ IC...... Argentina 
SK UC Cr IC DK RC R$ RC R$ 
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SK RC DK IC 


eececesccce 


sean Bolivia 


==)  weseaeke Ecuador 
=s  yegge deus Mexico 
‘Cuba, Venezuela, 
Dominican Re- 
public, Haiti, 
Panama, Hon- 
duras, Costa 
Rica, Nicara- 
a, El Salva- 
_ dor, Guatemala 
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2 Recently expired; renewal under discussion. 

3 Information not available. 

4Free dollar payments for copper and nitrate. 

5 Trade in copper and 50 per cent of trade in nitrate is paid in free US. dollars. 

6In November 1950, a £700,000 barter agreement was concluded between Chile 
and Italy. Both Chile and Italy are transferable account countries except for 
trade in copper. 

7¥Free dollar payments for copper and nitrate (Germany) and coal and coke 
(Chile). 

8 Arrangement whereby 50 per cent of the value of nitrate exports to Portugal 
will be entered in a compensation account, from which specified exports to Chile 
are to be paid. The remaining trade between Chile and Portugal will be on 
free dollar basis. 

®In October 1950, a $2 million barter agreement was concluded between 
Colombia and France. All other trade is settled in freely disposable dollars. 

10In May 1949, a $500,000 barter agreement was concluded between Colombia 
and the Netherlands. All other trade is settled in freely disposable dollars. 

11Jn an agreement concluded on September 20, 1949, Mexico and Italy agreed 
to grant authorization for private compensation operations between residents of 
Mexico and Italy. 


described as dollar countries in relation to Western European countries. 
Bolivia, for example, has payments agreements with France and 
Belgium-Luxembourg which bilateralize Bolivian payments with the 
French france and Belgian franc areas, respectively, on the basis of 
these European partners’ currencies. Bolivia’s trade with other coun- 
tries is conducted on a dollar basis. Colombia has either clearing 
or compensation agreements with Belgium-Luxembourg, Denmark, 
France, and Western Germany; trade with other EPU countries is 
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conducted on a dollar basis. Ecuador is linked by bilateral agree- 
ments to the French france area and to Western Germany, on the basis 
of “restricted dollars.” Mexico’s trade with the French france area is 
on a clearing basis. All other Latin American countries in the sterling 
area’s American account group also trade with Western Europe on a 
dollar basis. 

The trade with the sterling area of Latin American countries that 
are not in the “American Account” group is conducted under the system 
of “Transferable Accounts” or “Bilateral Accounts.” 

The transferable accounts mechanism allows for current payments 
within the sterling area and for the automatic use of sterling for settle- 
ment within the transferable accounts group. At the inception of EPU, 
this group included among EPU participants Norway and Sweden, 
the Netherlands, and Italy. The United Kingdom has offered to extend 
the transferable accounts status to all EPU countries. This would 
imply that sterling held on transferable account by nonparticipating 
countries would enjoy transferability on an even wider scale than the 
currencies of EPU countries other than the United Kingdom. Chile is 
the only Latin American transferable account country. But since ex- 
ports of copper and nitrate of soda, which are the most important 
Chilean products, are settled in dollars and specifically excluded from 
the transferable accounts system, only the rest of Chilean trade would 
benefit from the multilateral settlement which the extension of trans- 
ferable accounts status to all EPU countries would make possible. 

The bilateral accounts countries are entitled to the automatic use of 
sterling for settlement of current payments only with the “scheduled 
territories” (sterling area). The Bank of England frequently author- 
izes the use of sterling held under bilateral accounts for transfers from 
one bilateral account country to another, or from a bilateral account 
to a transferable account. This so-called “administrative transfera- 
bility” helps to relax the bilateralism of payments vis-4-vis bilateral 
account countries. Since the scope of automatic transferability of bi- 
lateral accounts is limited to the sterling area and does not extend to 
Western European countries and their overseas territories, the trans- 
ferability in continental Europe of sterling earned by Latin America 
under bilateral accounts is thus determined by administrative discre- 
tion. The bilateral accounts group includes Argentina and Brazil—the 
two most important Latin American trading countries—and also 
Uruguay, Paraguay, and Peru. 

The Latin American countries having bilateral account relations 
with the sterling area for the most part also have bilateral trade and 


1Te date, Austria, Denmark, and Greece have accepted this invitation. 
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payments relations with other European countries. The countries of 
the River Plate area (Argentina, Uruguay, and Paraguay) and Brazil 
have concluded a network of bilateral arrangements with these conti- 
nental countries. Where no such agreements exist, the U.S. dollar is the 
means of international settlement for countries in this group. As was 
pointed out above, some of these bilateral agreements provide that 
freely disposable U.S. dollars are to be used as the means of payment 
between the contracting partners. Situations where the US. dollar is 
used only as a unit of account or as a safeguard against depreciation 
of outstanding balances should not be considered cases of “dollar 
trade.” They are more appropriately regarded as bilateral relation- 
ships, with interim settlements in the currencies of the parties con- 
cerned and final settlements of uncleared balances in U:S. dollars, gold, 
or a third agreed currency. Most of the bilateral agreements in ques- 
tion provide for reciprocal credit; a few of them provide for unilateral 
credit from the Latin American country to the European partner. 

Since the bilateral accounts make the currency of payments dispos- 
able only within the partner country for specified purposes, the degree 
of convertibility or transferability is very low or nonexistent. The 
EPU agreement provides that a debtor country, A, may discharge its 
gold obligation to EPU in the currency of a nonmember country, X, 
when this is acceptable to an EPU creditor country, B. This provision 
would, in certain cases, permit country X to compensate its deficit 
with country A against its surplus with country B. It is doubtful, 
however, that such operations will be frequent because they will be 
practicable only if two further conditions are satisfied: first the EPU 
creditor (B) will accept the currency of the nonmember (X) only if 
its own deficit with the nonmember has also to be paid in gold or con- 
vertible currency; and second—for the same reason—the operation 
will be acceptable to the nonmember (X) only if its own deficit with 
the other EPU country (A) has to be paid in gold or convertible cur- 
rency. In view of these qualifications, no net advantage would arise 
from the arrangement, except for the avoidance of a triangular shift 
of gold. 

Venezuela and the Central American and Caribbean countries carry 
on all their trade with Europe on a dollar basis. The European trade 
of these countries is comparatively small, and EPU will have no ap- 
preciable effect upon it, since the exports of the countries to Europe 
are already limited by the dollar availabilities of their European 
partners. On the other hand, Argentina, Brazil, and Uruguay, which 
have bilateral agreements with Europe, could be adversely affected 
during the first year of EPU. The extent of these effects will depend, 

6 
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however, on the trade situation which develops from their bilateral 
agreements with individual EPU members, as well as upon general 
supply conditions. The development in one or two years from now 
could be such that an EPU member, having already exhausted the 
first tranche of its quota, would prefer to import from such countries 
rather than from the dependent overseas territories or from sterling 


area countries. 





The International Monetary Fund, 1946- 
1950: A Selected Bibliography 


Martin L. Loftus * 


HE SELECTED REFERENCES presented in this bibliography, 
"Fava books, pamphlets, and periodical articles published since 
the Fund was organized in 1946, include publications describing the 
organization and functions of the International Monetary Fund and 
also comments and analyses of its activities. Since this is not a bib- 
liography of international economics, writings on various aspects of 
this subject are included only when they contain material on the Fund. 
Although most of the official publications of the Fund are included, 
this is not intended to be a complete bibliography of such publications. 

A number of important articles and basic documents published prior 
to the organization of the Fund are listed in Bretton Woods agree- 
ments; a bibliography, April 1943—December 1945 (with supplement, 
January—December 1946), published by the Library of the Board of 
Governors of the Federal Reserve System (Washington, 1946-47), and 
in “Classified bibliography of articles on international economics,” 
compiled by Howard S. Ellis and Lloyd A. Metzler and published in 
Readings in the theory of international trade, American Economic As- 
sociation (Philadelphia, Blakiston, 1949), pp. 555-625. A few im- 
portant publications issued before 1946 which were not included in 
either of these two bibliographies are listed here. 


“A.B.C. of the International Monetary Fund,” Barclays Bank Review 
(London), 22, pp. 24-25 (May 1947). 

Aberdam, Simon. “Bretton Woods et les anglo-saxons,” Revue Politique 
et Parlementaire (Paris), 184, pp. 252-68 (August/September 
1945). 

Academia de Ciencias Econémicas. Fondo Monetario Internacional y 
Banco Internacional de Reconstruccién y Fomento (acuerdos de 
Bretton Woods) (Buenos Aires, Editorial Losada, 1945), 187 pp. 

Achterberg, Erich. “Die Ubernationale Bank,” Zeitschrift fiir das 
Gesamte Kreditwesen (Frankfurt am Main), 3, pp. 31-33 (Jan- 
uary 1, 1950). English translation in Journal of Finance and 
Credits (Frankfurt am Main), 1, pp. 21-23 (May 1950). 


* Mr. Loftus, Librarian of the Joint Bank-Fund Library, is a graduate of the 
University of Washington. He was formerly a member of the New York Public 
Library Economics Division. an 
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“L’activité des organismes de Bretton Woods,” Bulletin de Renseigne- 
ments Economiques (Saigon), No. 16, pp. 17-20 (November 15, 
1947). 

Arndt, H. W. “Bretton Woods; progress to date in the establishment 
of the International Monetary Fund and the International Bank,” 
Public Administration (Sydney), n.s. 6, pp. 321-28 (June 1947). 

——. “The International Monetary Fund and the treatment of cyclical 
balance of payments disequilibria,” Economic Record (Melbourne), 
23, pp. 186-97 (December 1947). 

“Aspects nouveaux des accords de Bretton-Woods pour la Belgique,” 
Bulletin Financier, Kredietbank (Brussels) , 3, pp. 237-39 (June 18, 
1948). 

Australia, Department of the Treasury. International monetary agree- 
ments act 1947; annual reporé (Canberra, 1948-1949). Two re- 
ports: Financial year 1947-48; Financial year 1948-49. 

“Australia and Bretton Woods,” Eastern Economist (New Delhi), 8, 
pp. 629-30 (April 4, 1947). 


Bachmann, Hans. “Bretton Woods als Weg zum freien Zahlungs- 
verkehr?”, Aussenwirtschaft (Bern), 1, pp. 112-19 (September 
1946). 


——. Die Konventionen von Bretton Woods (St. Gallen, Fehr, 1945), 


140 pp. 

Balogh, Thomas A. “A new view of the economics of international 
adjustment,” Review of Economic Studies (London), 14, No. 36, 
pp. 82-94 (1946/47). Comments on R. Triffin’s “National central 
banking and the international economy.” 

——. “The proposals for post-war international currency and invest- 
ment,” in his The dollar crisis, causes and cure (Oxford, Basil 
Blackwell, 1949), pp. 201-25. 

Banco Central de Chile. Convenios sobre el Fondo Monetario Inter- 
nacional y el Banco Internacional de Reconstruccién y Fomento 
(Santiago, Imprenta Universitaria, 1946), 240 pp. 

——. “Ponencia sobre el manual para el calculo de la balanza de pagos 
del Fondo Monetario Internacional,” in Memoria, Reunién de 
Técnicos sobre Problemas de los Bancos Centrales del Continente 
Americano, Segunda Reunion (Santiago, 1950), 2, pp. 89-98. 

Banco Central de Reserva del Pera. Exposicién hecha al Directorio 
del Banco Central de Reserva del Peri por su Presidente Doctor 
Francisco Tudela, con motivo de la aprobacién por el Congreso, 
el 29 de diciembre de 1945, de los acuerdos de Bretton Woods. 
Informe ... . con referencia a la ley que encomienda a dicho 
Banco la representacién del Peri ante el Fondo Monetario Inter- 
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nacional. Exposicién .... relativa a la paridad de valor del 
sol peruano en el Fondo Monetario Internacional (Lima, 1946), 
40 pp. 

Banco de México. “Andlisis y caracterizacién de diversos tipos de 
desequilibrio internacional,” in Memoria, Reunién de Técnicos 
sobre Problemas de Banca Central del Continente Americano, 
Primera Reunién (México, D.F., 1946), pp. 236-69. 

Bareau, Paul. “The Bretton Woods institutions,” Journal of the Insti- 
tute of Bankers in Ireland (Dublin), 51, pp. 30-43 (January 1949). 

——. “International banking organizations,” in Current financial prob- 
lems and the city of London, Institute of Bankers (London, 
Europa Publications, 1949), pp. 45-59. 

Barreto, Emilio G. Los problemas monetarios de la post-guerra 
(México, D.F., Fondo de Cultura Econdémica, 1945), 197 pp. 
Basu, Saroj Kumar. “Post-war machinery for international monetary 
co-operation,” in his Recent banking developments (Calcutta, The 

Book Exchange, 2d edition, 1947), pp. 319-78. 

Bernhard, Heinrich. “Die Schweiz und die Konvention von Bretton 
Woods,” Schweizer Monatshefte (Zurich), 26, pp. 521-30 (1946). 

Berthoud, Jean-Louis. Plans et accords monétaires des Nations Unies. 
Des plans Keynes et White au projet d’accord monétaire de Bret- 
ton Woods (Neuchitel, Imprimerie Richéme, 1946), 132 pp. 

Beyen, Johan W. Money in a maelstrom (New York, Macmillan, 
1949) , 221 pp. 

Bing, Walter. “Die Bretton Woods—Session in Paris,” Zeitschrift fiir 
das Gesamte Kreditwesen (Frankfurt am Main), 3, pp. 464-66 
(October 1, 1950). 

Bloomfield, Arthur I. “Foreign exchange rate theory and policy,” i 
The new economics, Seymour E. Harris, ed. (New York, Alfred A. 
Knopf, 1947), pp. 293-314. 

Blusztayn, Mendel. Essai sur les plans anglo-saxons d’organisation 
économique internationale de Vaprés-guerre (Paris, Recueil Sirey, 
1945), 144 pp. 

Bourneuf, Alice. “Exchange practices and the Fund,” in Income, em- 
ployment and public policy; essays in honor of Alvin H. Hansen 
(New York, W. W. Norton, 1948), pp. 363-79. 

—. “Lending operations of the International Monetary Fund,” 
Review of Economic Statistics (Cambridge), 27, pp. 237-47 
(November 1946). 

Bratter, Herbert M. “Bretton Woods twins: fourth year,” Banker 
(London), 95, pp. 176-82 (September 1950). 

——. “Fund and Bank: another year,” Banker (London), 87, pp. 152- 
58 (September 1948). 
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——. “Fund and Bank follow the talks,” Banker (London), 91, 
pp. 171-77 (September 1949). 

——. “Fund and Bank: the first full year,” Banker (London), 83, 
pp. 147-52 (September 1947). 

——. “Gold in the news,” Commercial and Financial Chronicle (New 
York), 167, pp. 98, 121-24 (January 8, 1948). 

—. “Gutt of International Monetary Fund answers some questions,” 
Commercial and Financial Chronicle (New York), 168, pp. 1, 24- 
25 (July 1, 1948). 

——. “The ‘IMF’—a troubled infant,” Commercial and Financial 
Chronicle (New York), 167, pp. 1220, 1251 (March 18, 1948). 

——. “The Monetary Fund and ITO,” Commercial and Financial 
Chronicle (New York), 165, pp. 274, 305-6 (January 16, 1947). 

——. “World Fund rejects gold price increase,” Engineering and 
Mining Journal (New York), 151, pp. 76-77, 81 (July 1950). 

Bresciani Turroni, Costantino. “La collaborazione finanziaria inter- 
nazionale,” La Comunita Internazionale (Rome), 2, pp. 177-92 
(April 1946). 

——. “‘Fundamental disequilibrium’ in exchange rates,” Review of 
Economic Conditions in Italy (Rome), 2, pp. 211-16 (July 1948). 

——. “International financial co-operation,” in his Economic policy 
for the thinking man (London, William Hodge, 1950), pp. 243-63. 

——. “The problem of cross-rates of exchange,” Review of Economic 
Conditions in Italy (Rome), 2, pp. 147-55 (May 1948). Reprinted 
in his Economic policy for the thinking man (London, William 
Hodge, 1950), pp. 263-70. 

——. “La recente attivita della Banca Internazionale per la Rico- 
struzione e lo Sviluppo e del Fondo Monetario Internazionale,” 
Rassegna dell’ Associazione Bancaria Italiana (Rome), 4, pp. 429- 
36 (July 15/31, 1948). 

“Bretton Woods in action,” Journal of the Institute of Bankers in 
Ireland (Dublin), 49, pp. 115-23 (July 1947). 

“Bretton Woods twins,” Economist (London), 155, pp. 506-7 (Sep- 
tember 25, 1948). 

“Bretton Woods twins,” Hyderabad Government Bulletin on Economic 
Affairs (Hyderabad), 1, pp. 940-43 (December 1948). 

Browaldh, Tore. “Bretton Woods—institutionerna i arbete,” Ekono- 
misk Revy (Stockholm), 4, pp. 224-28 (October 1947). 
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Monétaire de Bretton Woods,” L’Egypte Contemporaine (Cairo), 
37, pp. 23-64 (January/February 1946). 
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Cuevas Zafiartu, Hernan. Aspectos monetarios de una estabilizacién 
de los circulantes y acuerdos de Bretton Woods. Memoria de 
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